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HE fact that all buyers and sellers, in either product or 
factor markets, do not meet on completely equal terms is 
recognized in the earliest economic literature. Adam Smith, 
for instance, observed that “in the long run the workman may be 
as necessary to his master as his master is to him, but the necessity 
is not so immediate Masters are always and everywhere in 
a sort of tacit, but constant and uniform combination, not to raise 
the wages of labour above their actual rate.”* Such concern with 
inequalities in the process of price formation would be expected 
where individual incomes and amounts of services rendered are 
said to be determined by the price mechanism with a given dis- 
tribution of ownership. In examining interferences with the oper- 
ation of “free” and “perfect” markets, the term “bargaining 
power” has been commonly adopted; it is generally used to assert 
some lack of equality between buyers and sellers in a market. 
The precise character of this inequality, a measure for different 
* The Wealth of Nations (Everyman’s ed.; London, 1933), I, 59 (Book I, chap. 
viii). Alfred Marshall (Principles of Economics [8th ed.; London, 1930]) says: “The 
effects of the labourer’s disadvantage in bargaining are therefore cumulative in two 
ways. It lowers his wages; . . . . this lowers his efficiency as a worker, and thereby 
lowers the normal value of his labour. And in addition it diminishes his efficiency as 
a bargainer” (p. 569). See also ibid., pp. 335-36. 
I 
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degrees of inequality, and the conditions for equality are seldom 
made explicit. In fact, while numerous instances of inequality 
of bargaining power abound in economic writings, few rigorous 
definitions have been located by the present study.? The follow- 
ing sections of this article are intended to suggest a definition and 
measure for bargaining power, to examine the amounts of bargain- 
ing power in different types of markets, and to illustrate the ap- 
plication of these results. 


I. SOME EXAMPLES FROM THE LITERATURE 


A brief survey of the literature using the term “bargaining 
power” discloses many factors which are held responsible for in- 
equalities. “The . . . . weaknesses of the individual bargainer, his 
lack of waiting power, his defenselessness against the competitive 
pressure on the employer, are to some degree offset through the 
device of the collective bargain.”? The “power to withold’”’* from 
making a transaction is probably the most general content of the 
term “bargaining power.” The ability to refrain from sale or pur- 
chase is commonly said to be influenced by such circumstances as 
periods of prosperity and depression, the skill of wage-earners, 
knowledge of markets, and the skill in bargaining and conducting 
negotiations.’ But no measure is suggested whereby these fac- 
tors may be reduced to a common denominator. 

Even less satisfactory is the treatment of the interaction of 
product and factor markets. A popular text, for instance, in dis- 

2 See the analysis of A. C. Pigou, Principles and Methods of Industrial Peace 
(London, 1905), Appen. A, and The Economics of Welfare (4th ed.; London, 1938), 
pp. 451-61. The only explicit definition found is that suggested by Sumner H. 
Slichter (“Bargaining power may be defined as the cost to A of imposing a loss upon 
B’’) in “Impact of Social Security Legislation upon Mobility and Enterprise,” 
American Economic Review, XXX (suppl.; March, 1940), 57. The difficulty with 
this definition is that the object of one party to a contract is usually not to impose 
a loss on the other party but to gain an advantage for itself. The ability to gain an 
advantage is not always commensurate with the ability to impose a loss with a 
given disadvantage to one’s self. 

3 Solomon Blum, Labor Economics (New York, 1925), p. 373. 

4 John R. Commons and J. B. Andrews, Principles of Labor Legislation (4th ed.; 
New York, 1936), p. 372. 

5 Although the term “bargaining power” is most commonly used in connection 
with the labor market, comparable points are made for other markets. 
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cussing the impact of competition in the product market on wage 
rates, contends: 

The workers feel the full force of all this [pressure] because, where condi- 
tions of free competition exist, they possess the only commodity which is 
continuously and conspicuously overstocked. Conditions in the clothing, 
textile, and bituminous coal industries afford excellent examples of what 
happens under full and ‘severe “higgling.” Only in monopolistic situations 
can wage earners be relieved of such pressure.® 
An equally interesting statement of relations between these mar- 
kets is contained in the following: “The business enterprise which 
offers the best field for union activities is one which is highly com- 
petitive without being disorganized and which is reasonably pros- 
perous.”’? These two statements would appear to be contradic- 
tory. 

It may be thought that the bargaining power of a buyer or 
seller pertains solely to the immediate market in which the indi- 
vidual is a participant. Even in a general and common-sense way, 
it is soon evident that the character of competition in markets in 
which the factors are supplied will significantly influence the bar- 
gaining power of buyers and sellers in the product market. For 
instance, the bargaining power of a textile firm dealing with a 
machinery company will depend in part upon the character of 
competition in the cotton and steel markets. Certainly, these 
competitive conditions will materially influence the price of tex- 
tile machinery. If this be true under more rigorous definitions of 
bargaining power, then the present study must be concerned with 
the interrelations of product and factor markets. Too frequently 
these markets are divorced in analysis, as in most of the monopo- 
listic competition literature. The definitions and techniques de- 
veloped below are intended to assist in studying the interactions 
between factor and product markets, and as such they are rele- 
vant to such problems as tax-shifting, wage and price policy— 
indeed, to any issue which involves tracing the impact of a change 
through contiguous markets in the economic system. 

6C. R. Daugherty, Labor Problems in American Industry (Boston, 1933), p. 415. 
(Italics ours.) The validity of this statement will be examined in considering various 
types of cases in Sec. II below. 

7 Blum, op. cit., p. 379. 
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Il. DEFINITION AND MEASURE OF BARGAINING POWER 


In this section we shall attempt to set up a definition and a 
measure of bargaining power which is more useful for economic 
analysis than the various concepts in the literature. In the next 
section we shall consider various models and determine bargaining 
power in each case. We shall use the example of the labor market 
in these two sections, but the application of the concept and the 
measure is general in scope, as will be shown below. 

It is useful to distinguish between “determining” and “result- 
ant” concepts and measures of bargaining power. A “determin- 
ing” definition would state the factors which influence bargaining 
power in such a manner that the wage could be deduced from a 
knowledge of this bargaining power and other relevant variables; 
a “determining” measure would permit us to state some definite 
functional relationship between the magnitude of this bargaining 
power and the level of the resulting wage. A “resultant”’ measure 
would only permit us to measure bargaining power by the result- 
ing wage rather than in terms of the forces behind a wage. 

The factors influencing “determining” bargaining power, which 
may be interrelated, are the following: 


1. Tastes of workers and employers, with respect to wages and man-hours 
bought and sold—the indifference maps. Institutional factors such as 
property rights and wage-hour legislation, which influence conditions of 
demand and supply, should also be included. 

2. Market conditions, especially the degree and type of competition in the 
labor market, the product market, the market for complementary factors 
of production, and the market for competitive factors of production. In 
the last two markets elasticities of substitution will be important factors, 
as we shall see below. 

3. “Pure” Bargaining power: ability to get favorable bargains, apart from 
market conditions. “Pure” bargaining power becomes particularly rele- 
vant in cases where there is a range of indeterminacy. It consists of two 
factors: (a) the extent of knowledge of tastes and market conditions in- 
fluencing the behavior of the other party to the contract and (0) intrinsic 
“toughness”; the ability to get the desired result with a given amount of 
energy and unpleasantness. The willingness to devote energy and bear 
unpleasantness in bargaining for increased income is part of basic tastes, 
influencing the shapes of the indifference curves. 
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It is our opinion that the third factor, “pure” bargaining power, 
is much the least significant of the three. The differences between 
representatives of employers and of employees with respect to 
knowledge of the tastes of their opponents, and to the state of the 
relevant markets, is not likely to be large in many contemporary 
cases. The tastes and market conditions themselves will be much 
more important. An assumption that “pure” bargaining power is 
approximately equal for the contracting parties would not be too 
unrealistic under modern conditions (particularly with trade- 
unions) and would greatly simplify the analysis. 

Thus our concept of “determining” bargaining power consists 
of the relative ability of the two contracting parties to influence 
the wage, in terms of these three factors, and especially in terms 
of the first two. However, it seems impossible to measure “‘deter- 
mining” bargaining power in terms of these factors. Accordingly, 
we shall content ourselves with a “resultant” measure, in terms 
of the actual wage. 

We propose to make our comparisons in terms of a general, 
rather than a partial, equilibrium analysis. The reason is simply 
that the general equilibrium approach, by taking account of what- 
ever variations in the marginal utility of income there may be and 
of the importance of the path to equilibrium, makes the analysis 
more realistic. We define bargaining advantage of a factor as 

A, at (1) 


c ’ 


Dp 


where A, is the bargaining advantage of the factor; P, is the ac- 
tual price paid for the factor; S; is the supply price of the factor 
that would rule under pure competition in all relevant markets, 
for the number of units actually taken; and D; is the demand price 
of the commodity that would rule under pure competition in all 
relevant markets, for the number of units actually taken.* 


8 The genesis of this definition may be of some interest to the reader. Lerner’s 
definition of monopoly power was 
M,= Aes Cc (x) ; 
p 
where M, is monopoly power, ? is the price established, and C’(x) is marginal cost 
in equilibrium (A. P. Lerner, “The Concept of Monopoly and the Measurement of 
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It will be noted from this expression that if the competitive 
supply price falls while price remains constant, bargaining advan- 
tage rises; similarly, if competitive demand price falls and price 
remains constant; while if competitive demand price rises and 
price remairis constant, bargaining advantage falls. With pure 
competition, bargaining advantage is zero. We turn now to a 
consideration of the factors influencing the magnitude of bargain- 
ing advantages expressed in this manner. 

In Figure 1 the curve J, is the indifference curve through the 
origin for the employer (or employers). J, is the indifference curve 
through the origin for the workers (who are assumed to be of one 
type); D, is the total demand curve for labor, S, is the total 
supply curve of labor, and CC is the contract curve. W, is the 


Monopoly Power,” Review of Economic Studies, June, 1934). For our purposes, 
certain revisions in this formula were necessary. First, in order to make the defini- 
tion symmetrical for monopsony and monopoly, we substituted D,, demand price, 
for p in the denominator. This alteration does not alter the magnitude of monopoly 
power in any specific case, under partial equilibrium analysis, since price is equal to 
demand price in equilibrium. Under monopsony conditions, M, would be negative 
by this formula, since price is less than demand price, and demand price is equal 
to marginal cost. Second, to make the measure applicable under general equilib- 
rium analysis, our measure of monopoly power must take into account the difference 
between the existing curves and those that would exist with pure competition in 
all related markets. We therefore defined C’(x) as the marginal cost that would 
exist with pure competition all around, and D, as the competitive demand price. 
A parallel definition for the bargaining advantage in the labor market would then 
be A, = (p, — S§)/(D5), where A , is bargaining advantage of labor, p, is the 
price of labor, S$ is the competitive supply price of labor (i.e., the supply price that 
would exist with pure competition in all relevant markets), and D5 is the competi- 
tive demand price. Equation (1) above is this formula generalized for any factor 
of production. 

The bargaining advantage of a firm might be regarded as a combination of 
monopoly power and bargaining advantage in the factor markets. If there is only 
one factor of production, the bargaining advantage of the firm might be expressed as 


oye ft. >] [? = 1] : 
B, = of 95] +2[7 5 "4] ; 
that is, some function of the ratio of price of the commodity minus “‘competitive” 
supply price of the commodity to ‘‘competitive” demand price of the commodity, 
plus some function of the ratio of demand price of the factor minus the price of the 


factor to the “competitive” supply price of the factor. With pure competition 
throughout, the expression would come to zero. 
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wage rate, and OL units of labor are exchanged for wage bill OB. 
All these curves apply to the actual situation. The curves D?, 
and S’, are the demand and supply curves as they would be under 


Y J UNTS OF Wu 
MONEY 













UNITS OF 
LABOR 
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x 








Fic. 1 


pure competition in all relevant markets. The curves JJ and J’]’ 
are other indifference curves, for employers and workers, respec- 
tively.° 

* The diagram is an adaptation from F. Y. Edgeworth, Mathematical Psychics 
(1881), p. 28; also see Marshall, of. cit., p. 844. For those readers not entirely familiar 
with this type of diagram the following review may be useful. The curve J , shows 
sums of money which the entrepreneur can give for the corresponding amounts of 
labor and be just as well off as if he hired no labor at all. In most cases this curve 
can be identified with the curve of “‘total productivity of labor”; that is, the curve 
showing the total return to labor plus the total return to the fixed factors as a func- 
tion of the amount of labor employed. There will be other indifference curves to 
the right of J ,, such as JJ, representing combinations which yield a certain balance 
of satisfaction, in money terms, to the employers. The slope of these curves can be 
defined as (dU /dY-dY/dL) / (dU /dM), where U is utility, Y is income derived from 
production, and L is amount of labor hired. The term dU /dM indicates the satis- 
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With pure competition in all markets, the wage rate W , will 
be established. The contract curve need not pass through the in- 
tersection of these competitive total demand and supply curves, 
since the actual curves may be different from those that would 
exist with general free competition. By the same token, the upper 
limit W,, ,, and the lower limit, W,,,, can be called the “monopoly” 


MP? 
and the “monopsony” wage, with slight reservations since they 


may not exist simultaneously; the shapes of the curves, and their 
positions, may be different with monopoly in the labor market 
from what they would be with monopsony in the labor market, 
and they depend also on conditions in other markets. 

For any wage rate above W, such as W,, the bargaining ad- 
vantage of labor A , is greater than zero; for any wage rate below 
W ¢, such as W,, the bargaining advantage of labor is less than 
zero.*® 


faction gained by alternative. uses of the time, energy, and capital which the entre- 
preneur must spend in employing a given amount of labor. The expression dY /dL 
can be written more fully: dx/dL-d/dx(px), where x is output and 9 is price of the 
product. The demand curve D, is the locus of points of tangency between price 
lines, such as W _,, and indifference curves of entrepreneurs; that is, where the slope 
of the indifference curves, as defined above, is equal to the exchange ratio in the 
market of labor for money. These are optimum points for employers. 

The curve J ,, similarly, shows amounts of labor that workers can supply in ex- 
change for corresponding amounts of money and be just as well off as if they did 
not work at all. It is the “total cost” of obtaining the corresponding amounts of 
labor; in the long run, the amount of money that will just keep the workers “‘alive”’; 
in the short run, the amount that will just keep them from striking. There will be 
other indifference curves, similar in shape, to the left of J yp Such as I'J’, showing 
combinations which give some balance of satisfaction to workers. The slopes of 
these curves can be defined as (du/dy-dy/dl) / (du/dL), where u is utility, y is 
labor income, / is amount of labor, and L the amount of leisure. The total supply 
curve S, is the locus of points where this ratio is equal to price (wage rate), which 
are optimum points for labor. 

The curve CC is the locus of points where indifference curves of employers and 
employees are tangent to each other. That is, they are optimum points for both, 
for all prices between the two limiting indifference curves. Thus the curve is the 
locus of all possible contracts. 

© Tt will be noticed that in Fig. 1 the contract curve is drawn so that wage 
rates and wage bills move in the same direction. As long as we are employing the 
general equilibrium approach, where the indirect effects of a change in wage rates 
upon the demand for labor through the alteration in labor income involved are in- 
cluded, this relationship is the more likely one. Even if a rise in wage rates would 
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No absolute values attach to the wage rates W,, and W,,.. 
This result is in accordance with the situation found in reality, 
since all monopsonistic employers (employers faced with no close 
competition for the type of labor in question) do not have the 
same bargaining power. Bargaining power depends not merely 
upon the number of competitors but upon the type of resistance 
met from the other party or parties to the contract. 


Ill. TYPES OF COMPETITION AND BARGAINING POWER 


When all relevant markets are taken into account, the number 
of combinations and permutations of varying degrees of competi- 
tion in various markets is almost without limit. In order to make 
some headway toward an analysis of the effects of market struc- 
ture upon bargaining power, we shall confine ourselves in this sec- 
tion to three types of competition: pure competition, monopoly, 
and monopsony.™ We shall also assume that the type of labor 
under consideration is the only factor of production combined 
with the fixed factors to turn out the commodity in question. 
Finally, we shall assume that there is only one stage of produc- 
tion. Accordingly, we consider the conditions of only two mar- 
kets: the labor market and the product market. In the following 
section we shall indicate some modifications of our results that 
follow from the introduction of additional complications found in 
reality, such as the influence of conditions in the market for com- 
plementary or competitive factors and in the markets in other 
stages of production. 


reduce the wage bill, it would still represent a preferred position, however, and a 
relatively high bargaining advantage of labor, as long as we move along the contract 
curve. Other changes in wage ratesare irrelevant. Thus we are justified in measuring 
bargaining advantage in terms of wage rates, without taking account of the wage 
bill that accompanies each wage rate. We shall ignore the possibility that the con- 
tract curve would move toward the origin from its upper limit; that is, we exclude 
the possibility that, as bargaining advantage of labor increases, the workers insist 
upon a lower wage rate. It follows from this exclusion thai a reduction in demand 
for labor, other things being equal, will result in a lower wage. 


* For our purposes it is sufficient to define these cases as many buyers and 
sellers, many buyers and few sellers, few buyers and many sellers. 
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CASE I. PURE COMPETITION IN BOTH LABOR AND PRODUCT MARKETS 
In this basic case equilibrium in the labor market is established 
at the wage rate W ,, where the total “competitive” demand equals 
the total “competitive” supply. The bargaining advantage of la- 
bor is zero. 
CASES 2 AND 3. PURE COMPETITION IN THE LABOR MARKET, MONOPOLY 


IN THE PRODUCT MARKET; AND PURE COMPETITION IN THE 
LABOR MARKET, MONOPSONY IN THE PRODUCT MARKET 


The effect upon bargaining advantage of labor of a transition 
from pure competition in the product market to monopoly or 
monopsony is a highly complicated one. No general solution, in- 
dependent of particular elasticities of demand and supply and 
the manner in which demand and supply curves shift, is possible. 
A sort of common-sense approximation can, however, be sug- 
gested. 

For this purpose we shall ignore the possibility that, with a 
different rate of profit, entrepreneurs may reach their optimum 
position (in terms of satisfaction) at levels of output and employ- 
ment closer to or farther away from the maximum profits posi- 
tion.” That is, we shall assume that the demand for labor is de- 
termined solely by its marginal value productivity. In footnote 9 
we defined the slope of the entrepreneurs’ indifference curves 
(say s) as 





dU/dY {dx d 

dU/dM Fras (px) | 
and the demand curve for labor as the locus of W = s. On our 
present assumptions, this latter expression can be reduced to 


dx d 
k [sy ° dx (p x ) | 
since (dU/dY)/(dU/dM) is regarded as constant, k. The use of 
this expression for the demand curve does not necessarily mean 
that the commodity is assumed to be an independent good. The 
“estimated average revenue curve” that is relevant for determin- 


*2 For a discussion of this possibility see Benjamin Higgins, ‘Elements of Inde- 
terminacy in the Theory of Non-perfect Competition,” American Economic Review, 
September, 1939. 
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ing the demand curve for labor can just as well be assumed to 
take into account the reactions of other prices to a change in price 
of the commodity in question. 

As a further simplification, we shall assume constant returns 
to labor. Since industry operates at less than capacity much of 
the time, this assumption is not too unrealistic. Our demand 
curve for labor then reduces to 


t[ K- (pz) |. 


We can accordingly concentrate upon the differences between the 
curves of d/dx (px), or marginal revenue to the industry, in order 
to deduce differences in the demand for labor and in wage rates. 

Under pure competition, the demand of the industry for labor 
is derived from the estimated average revenue curve, or demand 
curve for the product for the industry as a whole, each individual 
entrepreneur disregarding his effect upon price. If then we as- 
sume that the entire output of the industry is taken over by a 
single entrepreneur, subject to the limitations pointed out by 
Mrs. Robinson,"’ we can assume the relevant curves unchanged, 
and the demand curve for labor is derived from the marginal rev- 
enue curve. 

We shall next assume that each entrepreneur in the industry 
finds himself faced with a single buyer. In this case the price re- 
ceived by the entrepreneurs for any level of output will be the 
minimum supply price for that output. The method of deriving 
the demand curve for labor in each case, and the determination 
of the equilibrium wage rate in each case, is illustrated in Figure 2. 
Since we are assuming constant returns to labor, we can measure 
both units of labor employed and units of output on the horizon- 
tal axis; units of money, on the vertical axis. The curve D, is 
the demand curve for the product, MR is the marginal revenue 
curve corresponding to this demand curve, AC, is the average 
cost of the product, MC , is the marginal cost of the product. The 
curve D, is the marginal value product of labor, when each en- 

13 Joan Robinson, The Economics of Imperfect Competition (London, 1933), 
chap. xiv. 
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trepreneur disregards the effect of his output upon price. It is 
drawn so that the demand price for labor is equal to some fraction 
of the demand price for the corresponding output (in this case 
one-half). The curve MD, is the corresponding marginal curve. 
S,, is the supply curve of labor, and MS, is the curve marginal to 


this supply curve. 
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Any demand curve shows the locus of equilibrium points for 
varying conditions of supply. Accordingly, we can derive the de- 
mand curve for labor in each case by varying the position of the 
supply curve of labor and by tracing the locus of the consequent 
equilibrium wage rates. With pure competition in the product 
market, this locus will be found to be the curve D,. With monop- 
oly in the product market, the equilibrium wage rate for any level 
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of employment will lie on the supply curve of labor, vertically be- 
low the intersection of the MD, curve with the MS, curve. The 
locus of such points will therefore lie below the MD, curve, such 
as D,. With monopsony in the product market, the equilibrium 
wage will lie on the supply curve, vertically below the intersec- 
tion of the MS, curve with the D, curve. The locus of these points 
will lie between the MD, curve and the D, curve, e.g., the D, curve. 

Thus with a rising supply curve for labor, with given demand 
and cost curves in the product market, and with pure competition 
in the labor market, the wage rate will be highest under pure com- 
petition in the product market (W,), and output (z,) and employ- 
ment (L,) will also be largest. The wage rate will be lowest with 
monopoly in the product market (W,), output (x,) and employ- 
ment (L,) will also be smallest. The wage rate with monopsony 
in the product market (W,), and also output (x,) and employment 
(L,) will lie between those of Case 1 and those of Case 2. The 
advantage of restricting output and employment, and thus the 
pressure of competition for jobs upon the wage rate with pure 
competition in the labor market, is greatest in the monopoly case. 
While we have made a number of simplifying assumptions to get 
this result, the situation in the real world is not likely to be sub- 
stantially different in character in the majority of cases. We con- 
clude, therefore, that with pure competition in the factor market, 
the bargaining advantage of labor is greatest (zero) in the case of 
pure competition in the product market, lowest (negative) with 
monopoly in the product market, and is somewhere in between 
(negative, but not so much) in the case of monopsony in the prod- 
uct market. 

In Figure 3 (see below, p. 19) the same relationship between 
these three cases is shown in terms of indifference curves and total 
demand curves. The total amount of wages which an entrepre- 
neur can give for a given number of workers and remain on the 
same level of satisfaction is less in the case of monopsony in the 
product market than with pure competition in the product mar- 
ket. The indifference curve through the origin shifts from J, to 
I,’ (monopsony in product market), all other indifference curves 
shift likewise, the demand curve shifts from D,, to D,,. In the 
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case of monopoly in the product market, the amount of wages 
entrepreneurs can give for a given number of workers falls still 
more, indifference curves fall more (as from J, to J, [monopoly 
in product market], for the indifference curve through the origin) 
and the demand for labor falls more (as to D,,). 


CASE 4. PURE COMPETITION IN THE PRODUCT MARKET 
MONOPOLY IN THE LABOR MARKET 


With the introduction of monopoly into the labor market, say 
by organization of a trade-union, employers may consider their 
work less pleasant than before, but their income for any level of 
employment is lower than under pure competition. On the whole, 
the indifference and demand curves of entrepreneurs, and supply 
curves of employees, are not likely to be radically different from 
the basic case. The “monopoly wage”’ for the relevant curves will 
be established. The bargaining power of labor, A ,, is greater than 
zero. 


CASE 5. PURE COMPETITION IN THE PRODUCT MARKET 
MONOPSONY IN THE LABOR MARKET 


This case could occur only if entrepreneurs have an agreement 
with respect to wage rates and employment but compete openly 
in the product market. Since income of employers is higher for 
any level of employment than in Case 1, (dU/dY) / (dU/dM) 
may fall somewhat. The income of workers for any level of em- 
ployment falls, so du/dy rises, but with the costs of dealing with 
an employers’ union, du/dL also rises, leaving the supply and in- 
difference curves for labor substantially unchanged. The monop- 
sony wage for the relevant curves is established, A, is less than 
zero, and in all probability less than in any of the previous cases. 


CASE 6, MONOPOLY IN THE PRODUCT MARKET, MONOPSONY 
IN THE LABOR MARKET 


Here the situation is the same as in Case 5, except for the 
same differences as exist between Case 1 and Case 2. The relevant 
indifference and demand curves of entrepreneurs will be below 
those of Case 5, and the monopsony wage established will be 
lower than in the previous case. A, will be below that resulting 
from any of the preceding cases. 
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CASE 7. PURE COMPETITION IN THE LABOR MARKET, BILATERAL 
MONOPOLY IN THE PRODUCT MARKET 

If the “pure” bargaining power of buyers and sellers in the 
product market is equal, so that the competitive price is estab- 
lished there, the result in this case approaches that of Case 1; 
A, approaches zero. In accord with our argument above, we can 
expect that “pure” bargaining advantage is close to zero. The 
need for devoting time and energy to bargaining, or for hiring 
someone to do it, reduces (dU/dY) / (dU/dM) for the entrepre- 
neurs. There is a “cost of bargaining,’’ subjective or objective. 
The demand curve for labor will be below the competitive one. 
Thus even with equal bargaining power in the product market, 
A, is less than zero. 

To the extent that the entrepreneurs are more successful than 
buyers in the higgling of the product market, the results approach 
those of Case 2; to the extent that buyers are more successful, we 
approach the results of Case 3. In either of these cases the bar- 
gaining advantage of labor is less than unity, and it is likely to 
be less if the buyers win out than if the sellers win out in the prod- 
uct market. Thus while it is better for the workers to support 
whichever party is weaker in the product market, so as to equal- 
ize bargaining power there, if one party must have an advantage, 
it is better for the workers to support the buyers rather than their 
own employers. 


CASE 8. PURE COMPETITION IN THE PRODUCT MARKET, BILATERAL 
MONOPOLY IN THE FACTOR MARKET 

The equilibrium position in the labor market can fall anywhere 
on the contract curve and depends upon “pure” bargaining 
power. Since both employers and employees in this case are faced 
with the necessity of bearing the unpleasantness of higgling, or of 
devoting part of their gross income to hiring representatives to 
bargain for them, (dU/dY) / (dU/dM) and (du/dy) / (du/dL) 
both fall, the indifference curves of employers (and the demand 
curve for labor) move down, and the indifference curves of em- 
ployees (and supply curve of labor) move up, so that the range of 
the contract curve is less than in the purely competitive case. 
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We have argued above that “pure” bargaining power is likely to 
be about equal, so that A, in this case will be close to zero but 
may be either above it or below it. 


CASE 9. MONOPOLY IN THE PRODUCT MARKET, MONOPOLY 
IN THE FACTOR MARKET 


In this case the entrepreneurs, while in control of the product 
market, compete with other industries for a monopolized labor 
supply. This case combines the conditions of Case 4 in the labor 
market with those of Case 2 in the product market. The indiffer- 
ence curves of entrepreneurs, and the demand curve for labor, 
are below their competitive position, so that the monopoly wage 
established is lower than in Case 4. A, is above unity. It is 
worth noting that conditions in the product market influence 
only the position of the contract curve, while conditions in the 
labor market influence both the position of the curve and the 
position on the curve. 

CASE 10. MONOPSONY IN THE COMMODITY MARKET, MONOPOLY 
IN THE FACTOR MARKET 

The entrepreneur is faced with pressure from both sides. This 
case varies from Case 4 toward Case 3. The indifference curves 
of the entrepreneurs fall less than in Case 9. The monopoly wage 
resulting is lower than the monopoly wage with pure competition 
in the product market but probably above the monopoly wage 
of Case 9. It would pay the workers to support their employers 
against the monopsonistic buyers just enough to equalize bargain- 
ing power in the product market, provided a means of doing so 
can be found that will not diminish the relative advantage of 
labor in the labor market. A, will be above zero. 


CASE II. BILATERAL MONOPOLY IN THE PRODUCT MARKET 
MONOPOLY IN THE FACTOR MARKET 


Here the indifference curves of entrepreneurs fall somewhat, 
owing to the fall in (@U/dY) / (dU/dM) associated with the cost, 
subjective or objective, of bargaining. As in the previous case, it 
would pay the workers to throw in their weight in the product 
market in such a way as to equalize bargaining power there, since 
the ‘monopoly price” they obtain is highest in that case, so long 
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as their advantage in the labor market is not diminished. If an 
agreement can be made with the employers to split the profits of 
monopoly in the product market—expressed or in effect—it may 
pay labor to help the employer create a monopoly position for 
himself. 


CASE 12. MONOPSONY IN THE PRODUCT MARKET, MONOPSONY 
IN THE LABOR MARKET 


This case implies that entrepreneurs have a wage-fixing agree- 
ment but compete against each other for the business of a monop- 
sonistic buyer of the product. We have the situation of Case 5, 
but with a smaller slope of indifference curves of entrepreneurs. 
The contract curve will move so that the wages bill is smaller for 
any level of employment, including the monopsony level. A, 
will be less than in Case 5 but probably slightly higher than in 
Case 6. 

CASE 13. BILATERAL MONOPOLY IN BOTH MARKETS 

Since this case permits any of the foregoing combinations, de- 
pending upon the results of bargaining in each of the markets, 
the resulting wage may be anywhere between the level of Case 4, 
which is highest, and Case 6, which is lowest. To the extent that 
the “cost of bargaining’’ enters, the range is somewhat narrowed. 
The results in each market depend upon the results in the other. 
Given equal “pure” bargaining power in the labor market, for 
example, the wage rate is likely to be higher if the buyers win 
out in the product market than if the entrepreneurs win out; 
and it will be higher yet if the bargaining power there is equalized. 
Similarly, given equal “pure” bargaining power in the product 
market, the price of the product will be higher if the workers win 
out in the labor market than if the entrepreneurs win out. The 
results are mutually determined, and the weak spot in the whole 
market structure tends to determine the direction of advantage 
in each of the interrelated markets. 

As we have indicated above, there may be an advantage to the 
workers in supporting the employers in the product market, if 
they can do so without diminishing their “pure” bargaining power 
and can get a “cut” of the monopoly profits by doing so. Since 
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the establishment of monopoly in the product market reduces 
the upper limit of the wage they can get, and the level of the 
wage they could get with equal “pure” bargaining power, such 
support of the employer is only advantageous if such a share of 
the monopoly profits can be obtained. An agreement to share 
profits if the workers succeed in obtaining a monopoly position 
for the employer would be mutually advantageous, whenever the 
employer does not have a bargaining advantage in the product 
market without his employees’ support. Accordingly, it is a sort 
of agreement that is quite likely to emerge whenever the workers 
and entrepreneurs have sufficient insight or instinct with respect 
to such matters. The case is analogous to duopoly in the product 
market, where there is a strong possibility of agreement to fix the 
monopoly price and share the market, whenever the entrepre- 
neurs are “intelligent” enough. Clearly, the buyers in the prod- 
uct market lose by such a combination. 

If a monopoly cannot be established in the product market but 
a monopsony can, it may pay the workers to support the buyers 
there, particularly if the product is a significant item in their 
budgets. When discussing policy for labor in general, it is per- 
fectly clear that the prices of the products are important, and a 
position close to the monopsony one may be optimum. The gains 
as consumers will offset the losses as workers, up to a certain de- 
gree of monopsony power. It becomes clear that the determina- 
tion of the optimum market structure for labor is a highly com- 
plicated procedure. 


SUMMARY AND CONCLUSIONS 


Before proceeding to the introduction of further complications, 
it may be well to summarize our results so far. In Figure 3 we 
indicate the positions of the wage rate (W), wages bill (w), and 
level of employment (N) for each case, numbered in the same 
manner as above. These results are summarized in Table 1. 

Case 13, bilateral monopoly in both markets, may rank any- 
where; conceivably, if monopoly power in the product market 
can be made high enough, it may even be the most favorable posi- 
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tion for labor, provided a satisfactory profit-sharing agreement 
can be obtained. 

There may be some question as to the relative rank order of 
Cases 1 and 8. With equal “pure” bargaining power, the wage 
rate will be about the same in Case 8 as in Case 1, but the number 
of employees hired will be less, since both demand and supply 
curves shift toward the center due to the “cost of bargaining.” 
Thus with equal “pure” bargaining power, the outcome is less 
favorable to labor as a whole than in Case 1. However, it is pos- 
sible for them to get a contract more favorable than the purely 
competitive one, if they have a bargaining advantage. It is con- 
ceivable that the workers would prefer a situation which gave them 
this chance for gain, even with a greater chance for loss, to the 
assurance of the competitive wage. 

It is perhaps worthy of mention that, without some degree of 
monopoly in the labor market, the bargaining power of labor is 
less than one. In the absence of a “profit-sharing” agreement, 
the best situation for labor in the product market, regardless of 
the conditions in the labor market, is pure competition. Monop- 
sony, monopoly, and bilateral monopoly follow in that order. 

There is some indication that conditions in the market for the 
factor with which we are directly concerned—in this example, 
labor—outweigh in significance the conditions in related markets. 
Possibly a hierarchy of markets could be worked out in more real- 
istic cases, where more than two interrelated markets are con- 
sidered. There is also a suggestion that the “weak” spot in the 
whole market structure will determine the direction of bargaining 
advantage in each of the interrelated markets. ‘““Weakness’” may 
arise from a closer approach to pure competition or from a lesser 
“pure” bargaining power. Given sufficient understanding, there 
is a strong possibility that all parties to contracts in the inter- 
related markets will make an agreement to take advantage of 
weakness wherever it lies. 


IV. FURTHER COMPLICATIONS OF REALITY 


In this section we shall indicate, but by no means exhaust, the 
other analytical problems that must be solved if our study is to 
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be more useful. We shall introduce three new complications: (a) 
other factors of production, (6) other types of nonperfect compe- 
tition," and (c) other stages of production. In no case shall we do 
more than suggest the line of attack which appears to us expedi- 


ent. 
a) Limiting ourselves in turn to the cases of pure competition 


and bilateral monoply in the labor market, let us consider the 
effects of nonperfect competition in the market for other factors, 
either complementary or competitive. First, let us introduce mo- 
nopoly into the market for raw materials combined with labor in 
the industry we are studying, assuming a low elasticity of sub- 
stitution. Monopolization of the raw-materials supply will di- 
minish the quantity used in our industry and diminish the rela- 
tive marginal significance of labor. With pure competition in the 
labor market, the wage rate, and so bargaining power of labor, 
falls. With a given degree of “‘pure’’ bargaining power in the labor 
market under bilateral monopoly, the wage rate will also fall. It 
is conceivable that the introduction of monopoly into the raw- 
materials market will so strengthen the resistance of employers 
to high wage rates that the monopsony wage will result. 

The introduction of monopsony for the employer of labor into 
the raw-materials market will have the reverse effect. The quan- 
tity of raw materials used will tend to increase, and the relative 
marginal significance of labor will rise. Wages will rise with either 
pure competition or bilateral monopoly in the labor market. The 
increased desire for labor may so strengthen the workers that 
they may get the monopoly wage. An agreement to split the 
profits of exploiting the raw-materials producers is quite likely 
to emerge. By supporting workers in the raw-materials industry 
in any attempt to prevent the elimination of competition there, 
the workers in our industry are helping themselves and their em- 
ployer as well; but there is a dichotomy of interests between the 
two groups of workers with respect to the maintenance of the 
monopsony of the raw-materials market. 

Introduction of monopoly into the market for a competitive 

«4 ““Nonperfect competition” means any type of market structure other than pure 
competition (cf. Higgins, loc. cit.). 
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factor will raise the marginal significance of labor in our industry 
and so raise wages. Monopsony in the market for the competitive 
factor will lower wages, and so bargaining advantage. Elasticities 
of substitution are clearly of importance in determining the ulti- 
mate result. 

b) So far we have avoided defining the terms “factor,” “prod- 
uct,” and “pure” monopoly or monopsony. In reality, the close- 
ness of substitutes in the product and in the factor market—the 
exact type and degree of nonperfect competition—will be of sig- 
nificance. 

The analysis of nonperfect competition, and especially of oli- 
gopoly and oligopsony, is not in an altogether satisfactory state. 
We shall not attempt a detailed analysis of these sorts of market 
structure or of monopolistic and monopsonistic competition. In 
general, however, we can say that a move away from pure monop- 
oly in the factor market toward oligopoly or monopolistic com- 
petition will tend to lower the bargaining power of labor. The up- 
per limit of the wage rate will be limited to the supply price of 
the rival factor or factors for each level of employment. Similarly, 
with oligopsony or monopsonistic competition in the labor mar- 
ket, the lower limit of the wage rate becomes the demand price 
of the rival employer or employers at each level of employment. 

An approach to monopolistic competition or oligopoly in the 
product market is likely to be accompanied by similar changes 
in the labor market. Monopsonistic competition or oligopsony in 
the product market will result in higher wage rates than pure 
monopsony in the product market, and the result will depend 
upon the kind of reaction entrepreneurs expect to their own price 
and wage policies on the part of rival entrepreneurs. 

c) A thorough study of the factors determining bargaining 
power would include the effects upon the wage rates in our in- 
dustry of market conditions in other stages of production, above 
or below ours. The inclusion of the market for complementary 
factors is only one example of this sort of analysis. The bargain- 
ing power of coal miners depends upon market conditions in all 
stages of production following theirs, as well as in the market for 
complementary factors such as tools and machinery, which is at 
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once above and below. Conditions in the coal industry influence 
the position both of and on the contract curve; conditions in other 
industries can affect the position only of the contract curve. In 
general, although not necessarily, the former conditions will be 
more significant. 

It should be clear by now that bargaining advantage, inter- 
preted as the ability to obtain the optimum price, depends upon 
the market structure throughout a very large sector, if not the 
whole, of the economy. 


V. SOME APPLICATIONS 


1. Pay-roll tax.—We shall indicate very briefly how the con- 
cept of bargaining power enters into analytical problems such as 
the incidence of a pay-roll tax levied upon employers. We must 
first ask whether the relevant curves are shifted by imposition of 
the tax. With respect to the curves of the employees, the case is 
not clear. The use of the tax for unemployment benefits, which 
reduces the need for personal saving on the part of workers, may 
be regarded as a rise in income, and accordingly relative marginal 
utility of income may fall. On the other hand, the sense of se- 
curity now attached to work may diminish the relative marginal 
utility of leisure, thus raising the relative marginal utility of in- 
come. On balance, it seems likely that the effect will not be of 
major importance. 

With respect to the curves of the entrepreneurs, the result is 
almost certain to be a fall in the amount of wages which can be 
paid for any amount of labor with a given level of satisfaction. 
Not only is net income reduced by hiring labor (¢dY/dL) but the 
inconvenience attached to computing the tax lowers the relative 
marginal utility of income to the entrepreneurs. The demand 
curve for labor and the indifference curve through the origin and 
the other indifference curves will shift to the right. 

Thus wages will fall except in Cases 5, 6, and 12, where the 
monopsony wage is already paid. This wage cannot be further re- 
duced; and even here the shift in the curves may result in a lower 
monopsony wage than before. In cases 4, 9, 10, and 11, where the 
monopoly wage was previously paid, the entire tax must be borne 
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by the workers; there is no possibility of forcing employers to 
accept a lower net income for any given volume of employment. 
In cases 8 and 13 the range of contracts will be lowered, and the 
position within this range will depend upon relative “pure” bar- 
gaining power; the tax will be divided in a proportion approaching 
relative bargaining power. In the other cases the tendency will 
be for wages to fall, in accordance with the reduced demand for 
labor. 

2. Wage and price policy—A comprehensive study of actual 
product and factor markets, realizing that product-market trans- 
actions may constitute factors to a later stage, would reveal the 
relative frequency of occurrence of the “ideal types” of market 
structures examined in preceding sections. An empirical investi- 
gation of this order would be an enormous undertaking. As a pre- 
liminary conjecture from the growing number of studies of par- 
ticular industrial, agricultural, financial, and labor markets, Cases 
2, 4, 9, and 13 would seem to occur most commonly. In each of 
the following illustrations the markets involved are designated 
by the seller in the factor market. (a) The case of many buyers 
and sellers in the commodity market with a few sellers and many 
buyers in the factor market is exemplified by the amalgamated 
clothing workers, the teamsters union, and firms in the potash, 
meat-packing, glass, and aluminum industries. Specialty firms 
dealing with retail outlets provide a further illustration. (6) The 
case of a few sellers and many buyers in the product and factor 
markets is typified by the United Automobile Workers, the Steel 
Workers Organizing Committee, and the teamsters dealing with 
several milk companies in a single city. (c) The instance of a few 
buyers and many sellers in the factor market with many buyers 
and sellers in the product market is typified by the classic cases 
of unorganized wage-earners in company towns, for instance, tex- 
tile and coal. The agricultural processing industry frequently pre- 
sents the same situation. (d) Finally, the case of few buyers and 
sellers in both markets is probably not so frequently encountered 
as might be supposed. The instance of armor plate is an illustra- 
tion of Case 13. 

An analysis of the character of competition in contiguous and 
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related markets can contribute materially to an understanding of 
trade-union policies. In fact, many actions of buyers and sellers 
would be better understood if placed in the wider context of a 
series of connected markets. For instance, the interrelations be- 
tween the coal, steel, and automobile industries are relevant to 
the interest of the United Mine Workers in organizing steel and 
automobile workers. This would tend to reduce the bargaining 
advantage of the coal operators. The concern of the hat, cap, and 
millinery workers with organizing their employers into a strong 
body can be explained not alone by the convenience of bargaining 
but also in terms of reducing the bargaining advantage of chain 
stores, department stores, and other large purchasers of milli- 
nery. In conformity with the preceding analysis, the more nearly 
competitive are conditions in the product market,"’ the greater 
the bargaining advantage of the monopolistic seller in the factor 
market. The general device of the union label can be interpreted 
in the light of increasing the bargaining advantage of a factor by 
. improving the relative position of the buyers in the product mar- 
ket. The opposition of large producers of gasoline to the emer- 
gence of consumer co-operatives can be interpreted in the same 
schemata. Illustrations have thus been provided in which the 
seller in the factor market may elect to support the buyer or the 
seller in the product market, depending on which increases the 
bargaining advantage of the factor by the largest amount. 

The building trades provide some interesting cases in which the 
wage-earners may increase their bargaining advantage more by 
combining with their employers (sellers in the product market) 
against buyers of houses and sharing the gains than by supporting 
prospective builders of houses against their employers. This kind 
of situation, it has been shown, may be more favorable to the 
sellers in the factor markets than even pure competition in the 
product market.” 

The preceding pages have examined the interaction between 


*S Unless a “‘cut”’ can be arranged with a monopolistic seller. 

*6 For a further elaboration of these ideas, with additional illustrative material, 
see John T. Dunlop, ‘Wage Policies of Trade Unions,” which is to be published 
in the American Economic Review (suppl.; March, 1942). 
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markets, particularly between different types of factor and prod- 
uct markets. The focus of particular equilibrium analysis, includ- 
ing monopolistic competition, has been a single-product market 
or a single-factor market. Actually, an economic’system consists 
of a vast network of more or less connected markets. The usual 
isolation of a single group of buyers and sellers from other mar- 
kets in which they appear, respectively, as sellers and buyers is a 
simplification with many limitations. The preceding analysis has 
shown the importance of bearing in mind that an impact upon any 
single point in the system may be absorbed at once or passed on, 
depending upon the “determining” bargaining power (p. 4) of 
the parties in contiguous markets. If the policies of buyers and 
sellers or their institutionalized forms are to be understood, the 
study of single markets must be abandoned in favor of the analy- 
sis of a group of interrelated product and factor markets. 
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E British government in April, 1941, issued a “White 

Paper” entitled An Analysis of the Sources of War Finance 

and an Estimate of the National Income and Expenditure in 
1938 and 1940 (Cmd. 6261). “This paper contains two series of 
statistical estimates, the first prepared in the Treasury and de- 
signed to analyse the sources of war finance; and the second an 
estimate of the national income and expenditure in the calendar 
years 1938 and 1940, prepared in the Central Statistical Office and 
designed to measure in money terms the main elements in the na- 
tion’s income, expenditure and savings and the net amount of 
funds available for government purposes from private sources.” 

This document presents Treasury receipts from taxation, bor- 
rowing, and extraordinary sources for the first year and the first 
half of the second year of the war; an examination of categories of 
public borrowing, including an estimate of purchases of Treasury 
issues out of proceeds of assets sold abroad by the British and out 
of the net inflow of balances from abroad; and an estimate of the 
important sources of funds channeled into the market for Treas- 
ury issues. These are funds from overseas, tax accruals (not yet 
due), savings of local authorities and undistributed profits of com- 
panies, net current personal savings, and reinvestments of sums 
realized from certain domestic capital assets. 

The second part of this valuable document contains the best 
work yet made available on British national income, personal ex- 
penditures, expenditures of the government, net investment (and 
disinvestment), personal income, and the disposal of personal in- 
come—all restricted, however, to the calendar years 1938 and 
1940. Economists should be grateful for this document, which 
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contains many treasures in the compass of sixteen pages. No stu- 
dent of war economics can afford to be without it. Our task now 
is to discuss some significant problems raised by this command 
paper. 

THE PROBLEM OF REAL RESOURCES 


One is impressed in particular by the large contributions to 
military output made by capital. The following figures are for the 
calendar year 19407" 





£ Million 
re IE SIs o.oo vice vcasicccavessecsccesvces 3,332 
b) Net amount of funds available from private sources for govern- 
ment purposes: 
EE TE RE ETT 608? 
2. Net disinvestment at home and abroad.............. 941 
3. Impersonal savings and excess of tax liabilities over tax 
NG eles oe acne ta no an 6 0 Ase RINE Wee 474 
EE ere ee eee 2,023 


Two important conclusions are to be drawn from these figures. 
First, approximately three-fifths of all the resources required by 
the British government in 1940 were obtained out of new savings 
and at the expense of old capital. If comparison is made with 
government war expenditures, that is, the excess of expenditures 
in 1940 over the normal level (e.g., 1938), these contributions from 
capital are found to be roughly equal to the resources required for 
war purposes. Second, approximately one-half of the capital re- 
sources are obtained at the expense of existing supplies of capital. 

That the capital market in 1940 provided £2 billion for the war 
machine is evident. But it does not follow that these diversions 
were wholly at the expense of capital: additional savings are in no 
small part associated, as we shall see, with a reduction of con- 
sumption. 

These figures may be analyzed further. The estimate of £941 


* P. 13, Table C. 

* The figure given for net investment in 1938 was £210 million. This figure has 
been criticized, however, as less than half the actual figure (A. Maizels, ‘““Consump- 
tion, Investment and National Expenditure in War Time,” Economica, 1941, p. 
159). 
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million of disinvestment at home and abroad should be compared 
with the following :* 


£ Million 
a) Normal allowances (annual) for depreciation and obsolescence. ... . 400 
b) Adverse overseas balance: 
First year of war (year ending August 31, 1940). ................ 542 
First half of second year of war (September 1, 1940—February 
SEN a ss ccicekGs oasis et eatdaee eee mnaee eee ies cA Cea Tee 479 


We obtain an estimate of disinvestment abroad in 1940 in the 
following manner: The total for the first eight months of 1940 is 
put at eight-twelfths of £542, or £362 million; and for the last 
four months of 1940, at four-sixths of £479, or £320 million. Dis- 
investment abroad accounts then for £682 million, or two-thirds 
of the total for 1940. Undoubtedly a reduction of expenditures 
for maintenance and replacement of plant and equipment below 
the normal level of £400 million accounts for a substantial pro- 
portion of the difference between £941 and £682 million. In addi- 
tion, reductions of working capital (e.g., inventories), sales of 
existing fixed capital to the state, and compensation for war dam- 
age actually paid but not used for the actual replacement of dam- 
aged property are included in the figures for disinvestment. 

In a discussion of this document Dr. Kaldor estimates that 
consumption of fixed capital and capital transfers yielded £150 
million for the government exchequer in the first year of the war 
and £300 million in the first half of the second year (the latter at 
an annual rate). The corresponding figures for the reduction of 
privately owned commodity stocks were £90 million (a rise) and 
£180 million. Contributions from these two sources were, then, 
for two years—the last half year is projected into the future— 
£540 million. Dr. Kaldor is quite satisfied that, since £2,000 mil- 
lion (at prices of 1940-41) is the normal value of stocks, the de- 
stocking process has not been carried far.‘ 


DISINVESTMENT 
Because the contributions out of existing supplies of capital 
have been of great importance, we pursue the discussion of this 


3 Pp. 6-7. 
4N. Kaldor, “The White Paper on National Income and Expenditure,” Eco- 
nomic Journal, June-September, 1941, pp. 184-85. 
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variable further. First, the relation of disinvestment and of con- 
sumption of capital receives our attention; and, second, the meth- 
ods of arriving at estimates of disinvestment are discussed. Ac- 
cording to two official estimates, disinvestment in the calendar 
year 1940 was almost £950 million. What is included in this 
item? 

In consequence the global figure of disinvestment in 1940 is made up of (i) 
the net loss of overseas assets plus the net increase in liabilities to foreigners, 
(ii) the sale of existing fixed capital, land or stocks by private enterprise to 
the state, (iii) that part of the normal allowances for depreciation, etc., 
which was not actually used in replacing capital equipment, (iv) that part 
of the compensation paid for war damage to property which was not used 
for the actual replacement of the damaged property, and (v) an offsetting 
item due to the necessity of replacing stocks at a higher price.s 


There are some significant omissions. Owners of damaged prop- 
erty are to receive compensation in large part in the post-war 
period, but damages not compensated for as yet are not included 
in the total for disinvestment. Bombing losses have apparently 
reached a substantial figure; and the policy of the government 
under the War Damage Act is to withhold compensation for dam- 
age to buildings and equipment (insurance is compulsory) and 
chattels (insurance is voluntary) insured under the state insurance 
schemes.® British shipping has also suffered greatly. 

These omissions are not noted in criticism of the White Paper. 
The problem that primarily concerned the British authorities was 
the cash made available to the government out of cash received for 
capital resources but not used currently in private enterprise. 
Bombings, for example, destroyed capital, but proprietors did not 
receive cash and hence did not invest in Treasury issues. In this 
approach consumption of capital is included as disinvestment only 
in so far as cash is provided for the government security market. 
Disinvestment in this limited sense should not be confused, as it 
easily might be, with the actual consumption of capital or its 
monetary counterpart. Moreover, private investment is to be dis- 
tinguished from public investment. Included in private disin- 
vestment is sales of assets to the government. The resulting rise 


5 P. 14. 
§ See the London Economist, August 2, 1941, pp. 141-42. 
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of public investment is to be put against the decline of private in- 
vestment, that is, the rise of private disinvestment. In so far as 
the government, over the period considered, consumed assets thus 
obtained, no net rise of public investment resulted. 

Two estimates of disinvestment, which are presented in this 
White Paper, are residuals. We have referred to one of these esti- 
mates above. First, in Table III the Treasury accounts for the 
funds disbursed by the government in the first year and the first 
half of the second year of the war. Revenue, extra-budgetary re- 
ceipts of public departments, cash obtained from overseas sources, 
savings of local authorities and of institutions, and undistributed 
profits of companies account for £2,217 million of £2,597 spent 
by the government in the first year of the war and for £1,517 
million of £2,074 million spent in the first half of the second year 
of the war. The residue (“being reinvestment of sums realised 
from certain domestic capital assets and met current personal sav- 
ings’) is £382 million and £557 million, respectively. Of the 
residue, the disinvestment item—treinvestment of domestic capi- 
tal assets—is put at £60 million and £240 million, respectively. 

An estimate of gross personal savings and net disinvestment at 
home and abroad of £1,549 million for 1940 (Table C) is obtained 
in the same manner as the above estimate. Gross personal savings 
equals £608 and net disinvestment £941. This covers a different 
period than that covered by the estimates given in the last sen- 
tence of the preceding paragraph and (in contrast to the above) 
includes disinvestment abroad and gross (not net) personal sav- 
ings.” 

This estimate of gross personal savings and disinvestment at 
home and abroad agrees closely with a second (and independently 
arrived at) estimate which is presented in Tables A and B. The 


7 The total disinvestment (domestic and foreign) is, according to Table III, 
£1,321 million for the first eighteen months of the war. Similar methods yield a total 
of £941 million for 1940 (Table C). By applying the percentage of disinvestment to 
net national income of the first quarter of 1940 to the period September—December, 
1939, and the percentage for the last quarter of 1940 to the months January- 
February, 1941 (thus covering the full eighteen months covered in the earlier sur- 
vey), and adding the amounts of disinvestment for these six months to the £941 
million for 1940, I obtain a total of £1,350 million for the eighteen months Septem- 
ber, 1939—February, 1941. 
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latter estimate of disinvestment for 1940 (£949 million) is ob- 
tained as follows. The sum of (1) personal expenditures, (2) ex- 
penditures by the government at home and abroad and by local 
authorities on goods and services, and (3) indirect taxes—a nega- 
tive item—is deducted from net national income (before deduc- 
tion of direct taxes). This figure of £949 million compares with 
that of £941 million attained by the method outlined for Table 
III. 

The reader may be puzzled by the calculations which yield a 
total of £949 million for disinvestment in 1940 in Table A. The 
arithmetic is as follows: Disinvestment [949] equals net national 
income® [5,586] minus (personal expenditures [4,303] plus ex- 
penditures by the government at home and abroad [3,100] minus 
indirect taxes, rates, etc. [868]). In other words, the excess of ex- 
penditures over net national income equals disinvestment. 

But why is the total for disinvestment pared down by the 
amount of indirect taxes and rates? Undoubtedly the theory un- 
derlying the deduction is that £868 million of indirect taxes and 
rates, although in fact available to the government, have been ab- 
sorbed in the prices of purchases and are therefore covered by the 
figure for private expenditures. It should be observed, however, 
that in so far as these taxes and rates are not borne by consumers 
through increases in prices and payments for services, and result, 
for example, in consumption of capital, the actual figure for cap- 
ital consumption is to that extent larger than the figure for disin- 
vestment given by the command paper. 


MONETARY EXPANSION AND HOARDS 


Another aspect of war economics is monetary expansion and 
the rise of monetary hoards. By September, 1941, clearing-bank 
deposits were 39 per cent and Bank of England notes 30 per cent 
above the pre-war level. Unfortunately, the White Paper does 
not make clear the manner in which monetary expansion accounts 
for a rise in the purchases of Treasury issues. 

Two attacks are made on the problem of purchases of public 
securities. First, Table II presents an analysis of forms of sterling 
public loans. Of total loans of £2,100 million in the first eighteen 


§ Before deduction of direct taxes. 
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months of the war, inflationary issues may account for an amount 
in excess of £800 million. This estimate is based on the assump- 
tion that a rise of fiduciary issues and of Treasury bills held by the 
market and the loans of deposits by the banks to the Treasury, are 
inflationary. Actually, the net inflationary effect may well be 
much smaller than is indicated by these figures, for the public 
voluntarily or in response to war controls has been keeping cash 
idle for abnormally long periods or maintaining an unusually 
large proportion of balances inactive. That estimates in British 
periodicals of inflationary issues of the Treasury have been moder- 
ate despite the importance of the three items (above) and despite 
sales of long-term securities to banks, which were accompanied by 
monetary expansion, may well be explained by this or related 
considerations. This discussion has so far, however, left out of 
account the inflationary aspects of purchases of government se- 
curities out of idle balances of the public. Such purchases prob- 
ably account in no small part for the marked rise of prices since 
the outbreak of the war. 

A second attack (Table III) also implies limited inflationary 
developments. Net personal savings for the first eighteen months 
of the war are estimated at only £600 million. Since “any addi- 
tional bank balances or bank notes held by individuals” are in- 
cluded in this item, the inference is that the additional cash held 
by individuals has not been large. Savings out of current income 
based on existing stocks of cash largely account for this rise in net 
personal savings. An initial expansion of money, accompanied by 
an equal sale of securities, is then accounted for in the rise of per- 
sonal savings. Once the money is spent by the government and 
induces a rise of income, we may add, additional sales of securities 
may be explained out of other sources given in these tables. 

Banking figures do not clearly confirm the impression given by 
the White Paper. The total rise of deposits (not merely individual 
or nongovernmental) has been large. Deposits of nine clearing 
banks rose by £828 million, or about 40 per cent, in the first 
twenty-five months of the war. Total deposits and Bank of 
England notes in circulation seem to have risen more than is in- 
dicated by the White Paper (our Table 1). 
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In summary, Table II (of the White Paper) classifies issues in a 
manner which gives some indication of inflationary effects. Table 
ITI, on the other hand, which gives the sources of demand for se- 
curities, deals with the problem of additional money and the cor- 
responding rise of purchases of issues by including additional 
money in personal savings. 


TABLE 1* 


RISE IN DEPOSITS AND BANK OF ENGLAND NOTES 
IN CIRCULATION SINCE AUGUST, 1939 











(£ Million) 
Nine Bank of England 
Date Clearing-Bank Notes in 
Deposits Circulation 
canis enon 444 90 
September, 1941............. 828 158 











* Source: Royal Economic Society, Memorandum No. 88 on Current Eco- 
nomic Conditions, November, 1941, p. 12. 


THE INFLATIONARY GAP 


We now turn to a related aspect of the problem under discus- 
sion. In current discussion of the British war economy much 
space is given to the “inflationary gap.”” The White Paper throws 
further light on this problem. The inflationary gap is the differ- 
ence between government expenditures and receipts from taxa- 
tion and borrowing which do not involve monetary expansion. 
The usual classification of government loans (e.g., Treasury bills 
held by the market, other public issues, bankers’ deposit receipts, 
etc. [Table IT]) does not yield a distribution of government loans 
according to their inflationary effects. My classification used in 
the discussion of inflationary effects (pp. 32 f.) is, therefore, subject 
to reservations. Short-term issues are not necessarily inflationary 
and long-term issues noninflationary. Short-term issues pur- 
chased out of government pension funds come out of genuine sav- 
ings. Long-term issues purchased with cash that would have been 
idle are, on the other hand, inflationary, though no rise of de- 
posits is involved. The increase of deposits and of money in cir- 
culation at best will give only a rough measure of inflationary 
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tendencies. In wartime, when hoarding becomes fashionable, 
whether the initial impulse comes spontaneously or is induced, the 
rise of monetary supplies is an unusually misleading measure of 
inflation. 

In the program for 1941-42 an inflationary gap of £500 million 
is to be closed through a rise of taxation and the encouragement of 
additional savings. Some doubts have been expressed concerning 
the possibility of closing this gap. The writer is interested in an- 
other issue: Is the gap as small as is indicated here? Develop- 
ments since the outbreak of the war (our Table 2) indicate a large 


TABLE 2 


PRICES, WAGES, AND MONEY SUPPLY 
GREAT BRITAIN, 1941* 








February 
194 





Wholesale prices 153 
Cost of living 127 
Wage rates 117 
Clearing-bank deposits 121 
Bank of England notes in circulation. 











* August, 1939 = 100. 


gap (aside from its widening in 1941-42) in the first one and one- 
half years of war and a continued widening of the gap."* 
Economists may term the difference between (1) government 
expenditures and (2) receipts from taxation and from the capital 
markets the “inflationary gap.” But, if the difference is zero, one 
must not conclude that inflation has been excluded. In addition 
to the inflationary effects of capital consumption which are dis- 
cussed below, the reader should note the following points. In so 
far as the cash put at the disposal of the Treasury comes out of 
hoards or is additional, the upward pressure on prices increases. 
Whether the fiscal policies induce higher prices through a rise in 
active money or through a reduction of available supplies of 


9 See the section on the contribution of capital. 

*® Royal Economic Society, Memorandum No. 88, November, 1941, pp. 12-13. 
The rise of prices in the second year of the war has been much less than in the first 
year (Hearings before House Banking and Currency Committee, Price Control Bill 
[t941], Pp. 95-97). 
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goods, the effects are inflationary. Second, the relation of mone- 
tary demand to supplies of goods and services appearing on the 
market is indeed a function of fiscal policy; but the relation is not 
exclusively determined by considerations of public finance. A se- 
vere tax policy does not assure stability of prices: the appearance 
of numerous bottlenecks (resulting in part from enemy action) 
and the failure to increase output adequately (possibly not unre- 
lated to the fiscal policy of heavy taxation, and to the consump- 
tion of capital) may induce rising prices. 

The diversion of capital resources to the state is an inflationary 
force in the long run. In the year 1940 disinvestment, as calcu- 
lated in this document, accounted for more than 30 per cent of 
government expenditure. When allowance is made for losses 
through bombings and sinkings, the percentage of disinvestment 
to public expenditures will be found to have been even larger. 
The consumption of capital involves a redistribution of goods. 
More are made available now and less in the future. Prices are 
thus kept down today but will rise more tomorrow. Supplies of 
goods relative to monetary supplies are deficient, a symptom of 
inflation. Fiscal policies induce a dissipation of capital resources: 
for every unit made available today, x units will be lost tomorrow. 


RESOURCES FOR WAR 
A. OUTPUT 
Net national income, before deduction of taxes, was £5,586 
million in 1940, or £1,171 million above the income of 1938, a 
gain of 27 percent. Since the cost of living rose by 18 per cent and 
wholesale prices by 36 per cent, the rise in real terms was moder- 
ate at best. Additional output contributed little to the war effort. 
That governmental expenditures rose by £2,328 million and 
national income by only one-half of that amount may be disheart- 
ening to supporters of the multiplier principle." (Real income in 
fact rose little, if at all.) Leakages were large, however, as is evi- 
dent in the phenomenal rise in the adverse balance of payments; 
the maladjustments resulting from the rapid change-over to war 
*t The larger the imports, the more supplies are made available for the war 


economy; but the more imports rise following a rise of investment, the less favorable 
the effect of domestic investments upon money income. 
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work must have kept down the rate of improvement; and a large 
part of the additional fiscal resources stemmed from taxes and 
savings, not from monetary expansion. 


B. CONSUMPTION 
Consumption seems to have made an important but not an out- 
standing contribution. It was noted above that the rise of savings 
resulted in large part from a reduction of consumption. Two facts 
stand out in the present report. Whereas consumption was 77 per 
cent of the national income in 1938, it had fallen to 63 per cent in 
the last quarter of 1940. Again, whereas in 1940 personal ex- 
penditures had risen by £300 million, or 7 per cent over 1938," the 
cost of living had risen by 18 per cent. In real terms the reduction 
in consumption was then roughly 10 per cent. Consumption con- 
tinues to decline, however. “There was a decline of about 20 per 
cent between the beginning of the war and the first quarter of 
1941 in total civilian consumption of all goods.’”** A comparison of 
the rise (in sterling) in retail sales and in the cost of living from 
August, 1939, to June, 1941, does not indicate a drop as large as 
20 per cent. The respective increases were 13 and 30 per cent." 
We may supplement these figures with the following :** 


August, 1939—December, 1940 Percentage Change 
WOH MRO WII. 6 on cco cccccccveccnsss +14 
SE Din cn oan 666 ea bhmenana™ +27 
Real weekly wage rates..................055 —10 


Since the length of the working week has increased, these figures 
indicate that the real purchasing-power of the hourly wage has 
fallen by even more than 10 per cent. Professor Bowley’s more re- 
cent figures for the first one and one-half years of the war are not so 
reassuring, for total earnings of labor have risen by 30-40 per cent 


P. rs. P11. 

™G. D. N. Worswick, “Turnover and Population Movements,” Institute of 
Statistics Bulletin (Oxford), July 19, 1941, p. 210. 

*S Calculated from Royal Economic Society, Memorandum No. 87 on Current 
Economic Conditions, August, 1941, p. 7. 

*6 London and Cambridge Economic Service Bulletin, January, 1941, p. 15; A. L. 
Bowley, “Prices and Wages, Trade and Employment,” Royal Economic Society, 
Memorandum No. 85; “Changes in Wage Rates and Earnings in 1939-40,” Eco- 
nomic Journal, June-September, 1940. 
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(the White Paper gives a rise of 36 per cent for 1940 over 1938) 
and the cost of living by only 27 per cent. Can these results be rec- 
onciled with a reduction of consumption as is evidenced in the 
command paper? The answer is ““Yes.”’ The explanation is that 
the public voluntarily, or through their inability to purchase 
goods, spends a much smaller proportion of their income than in 
pre-war days. 


THE CONTRIBUTION OF CAPITAL 


The British in general have obtained a significant proportion of 
their war resources through sales of securities for cash obtained 
out of new savings and at the expense of the maintenance of capi- 
tal. The state thus obtains supplies which otherwise would have 
been acquired only through recourse to additional taxation or 
through monetary expansion. According to the London Econo- 
mist, the government spent £2,640 million in the first year of the 
war and raised £1,160 million by taxation. Of the remainder, the 
diversion of new savings and funds released through the consump- 
tion of capital accounted for £1,180 million and credit creation for 
only £300 million.*? The White Paper summarizes the fiscal his- 
tory of the first one and one-half years of the war as follows: gov- 
ernment expenditures were £4,700 million; revenues, £2,000 mil- 
lion; overseas sources, £1,000 million; and savings and reinvest- 
ments of sums realized from domestic capital assets, £1,650 mil- 
lion.** In other words, the capital market provided more than 
one-half of the required cash. For the calendar year 1940 capital 
sources accounted for no less than three-fifths of the £3.3 billion 
acquired for government purposes from private sources."® 

In the British budget for 1941-42 government expenditures at 
home are anticipated at £3,700 million, of which taxes at the old 
rate are to yield £1,600 million and savings at the present level 
£1,600 million. The inflationary gap of £500 million is to be 
closed through the provision of £250 million of new taxes and a 


11 London Economist, September 28, 1940, p. 391. 
*8 The total of £1,650 million includes extra-budgetary receipts of public depart- 
ments (£203 million) and increase of tax accruals (£120 million). 


9 P. 13. 
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rise of savings by £250 million. Obviously the receipts from sav- 
ings are in no small part to be obtained at the expense of old capi- 
tal.7° 


THE MOBILIZATION OF WAR RESOURCES 


The percentage of governmental expenditures (with the small 
items omitted) were :* 


Per Cent 
a) First one and one-half years of the war: 
IE Sige A in ete ete Pe ae ee aS Fe ee 42 
eI. 5 a coh awh ve nada nnsbua ne veutean cee cates 22 
3. Total savings (personal and impersonal) plus increase of tax 
Bese, 4 sila okt: dd 40 xc otcd sid, Gr ta oer to since itplaticadigne eet 25 
4. Reinvestment of sums realized from certain domestic capital 
rea eR pee EE Ia) Eee. v 6 
6) Calendar year 1940: 
REEL ccs 4Accb dee balle ny an meenes bos cae We wena ceubate 38 
2. Net disinvestment at home and abroad...................... 28 
ie, I GUIS ois 5 kncnae Kei nhvadannss an entewnt 18 


4. Impersonal savings and excess of tax liabilities over tax payments. 14 


The rise of tax revenues is accounted for only to a small extent 
by the increase of income: total revenue was £885 million, or 20 
per cent of net national income in 1938; and £1,257 million, or 23 
per cent in 1940. A more significant contribution was made at the 
expense of consumption. Had the country maintained consump- 
tion at the same proportion of net national income in 1940 as in 
1938 (77 per cent), the value of consumption would have been 
£782 million higher than it actually was in the year 1940. Ac- 
tually, the reduction of consumption, which is given by the rise 
of money expenditures corrected by a cost-of-living figure, was 
roughly 10 per cent and, by the beginning of 1941, possibly 15-20 
per cent. The large rise of savings is associated in no small part 
with the curtailment of consumption standards; a rise of net na- 
tional income (before deduction of taxes) of £1,171 million is to 

2° Some doubts have been expressed concerning the closing of the gap (cf. M. 
Kalecki, ‘““The Budget and Inflation,” Institute of Statistics Bulletin, April 26, 1941, 
pp. 112-13; London Economist, April 12, 1941, p. 475). 

** Unfortunately the classification is not the same for the two periods. Further- 
more, the items under (0) are not additive. 
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be compared with an increase of personal and impersonal savings 
(including excess of tax liabilities over payments) of £600-£700 
million. One may contend that a large part of the additional in- 
come was channeled into markets for government securities: sav- 
ings rose as income increased. Better, the rise of money incomes 
and prices was accompanied by a reduction of consumption 
standards: in real terms consumption declined by 10 and (more 
recently) by 15 per cent or more. 

In summary, results may be put in a very rough way as follows: 
total capital resources (i.e., at the expense of old and new capital 
at home and abroad) provided from one-half to two-thirds of the 
resources required by the government. Possibly one-third of the 
total of capital resources came, however, at the expense of con- 
sumption standards. The larger part of the remainder was at the 
expense of existing capital resources, not at the expense of capital 
expansion. 

Dr. Kaldor’s conclusion is that by the Jast quarter of 1940 the 
annual rate of government expenditure had increased, on the basis 
of pre-war prices, by £2,550 million, as compared to 1938. At an- 
nual rates, a reduction of consumption (£350 million) accounts for 
roughly 14 per cent of the additional resources obtained by the 
government; an increase of output (£450 million) for 18 per cent; 
and capital items, 69 per cent. Exclusion of the net output of the 
armed forces, which Dr. Kaldor included, erases the net rise of 
output.” 


CONSUMPTION OF FOREIGN ASSETS 


That the British have been able to live on capital as much as 
they have is to be explained largely by the availability of external 
resources. According to the command paper, the British obtained 
£542 million from overseas sources in the first year of the war and 
£479 million in the first half of the second year of the war. The 
total was, then, roughly four billion dollars. In sixteen months of 
warfare ending January 1, 1941, the United Kingdom consumed 
almost two billion dollars in transactions with the United States; 


* Op. cit., pp. 187-89. Dr. Kaldor’s estimate of output is derived from changes in 
the ratio of wage payments to wage rates, i.e., the number of hours of employment. 
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the consumption of dollar resources for the British Empire was 
$2,300 million. These latter figures are payment figures (not 
credits and debits); the figures for the United Kingdom include 
only transactions with the United States; and the Empire figures 
relate to all dollar transactions.”* 

The difference of two billion dollars between the figures pub- 
lished in the command paper and the official British figures trans- 
mitted by Mr. Morgenthau at the time of consideration of the 
first Lend-Lease Act is to be explained as follows: (1) the com- 
mand paper covered a longer period—losses in the two months 
January-February, 1941,may have reached $500-$600 million and 
(2) large advances were obtained from Empire countries and other 
countries (e.g., Argentina) that had a favorable balance in relation 
to the Empire. 


CONCLUSION—-LESSONS FOR THE UNITED STATES 


A word concerning British experience in contrast with Ameri- 
can experience would not be amiss. The British have relied main- 
ly on capital and to a lesser degree on a reduction of consumption 
and have profited little from additional output. In contrast to 


British history, the first year or fifteen months of the American 
defense program reveals a large rise of output and income and an 
excessive increase of consumption. In the late summer of 1941 na- 
tional income payments are more than one billion dollars month- 
ly, or 20 per cent above the level of May, 1940, the month immedi- 
ately preceding the inauguration of the American effort. Civilian 
expenditures on consumption, however, were running at approxi- 
mately 20 per cent above the predefense level, or roughly one 
billion dollars monthly, additional. This estimate is not too high; 
but the problem raised is significant even if the rise of consump- 
tion is but at the rate of eight billion dollars annually. 

23 Hearings before House Foreign Affairs Committee, Lend-Lease Bill (1941), 
pp. 82-83. A more recent survey reveals that the British consumed $1,500 million 
additional of gold and dollar resources in the first eight months of 1941 (inclusive 
of pledges to the R.F.C.) (Federal Reserve Bulletin, December, 1941, p. 1222). 

24 The rise is inclusive of purchases by the military in the usual channels of trade 


but not of consumption provided directly by the government. This estimate may 
seem high, for indices of sales do not cover important categories of expenditures (e.g., 
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The following figures throw further light on these issues and 
give an indication of the large rise of labor income and of retail 
sales and the need of taking strong measures to reduce the amount 
of spending for consumption: 


1. Percentage rise of pay rolls? 

a) January-September, 1941, over January—September, 1940 
6) April-September, 1941, over January—June, 1940 

. Income payments—percentage of éotal rise, January—September, 1941, 
over January-September, 19407 
a) Wages and salaries 
b) Dividends and interests 
c) Entrepreneurial income, net rents, and royalties 

. Value of retail sales—percentage rise?’ 
a) January-September, 1941, over January—September, 1940 
6) April-September, 1941, over January—June, 1940 


For the /ate summer of 1941 the situation may be summarized 


in rough fashion as follows :** 
Annual! Rate of Rise over Predefense Period Billions of Dollars 


Expenditures for defense 
Expenditures for consumption 


The rise of income seems to be accounted for by an equivalent 
increase of defense expenditures. In addition, there has been a 
rise in the output of consumption goods. Yet the increase of na- 
tional income seems to be altogether too small to account for a 


education, medical care, etc.). In general, however, outlays on these classes of com- 
modities rise in response to higher incomes, as much as the groups covered by sales 
(cf. National Resources Committee, Consumer Expenditures in the United States, 
p. 167). Again a rough estimate would indicate that farm and labor incomes in 1941 
will have risen by ten to eleven billion dollars over the 1940 figure. Most of the 
additional income will probably have been used for consumption expenditures. 

8 Survey of Current Business, March, 1941, pp. 18 and 27, and November, 1941, 
p. S-r1. 

%6 Ibid., July, 1941, p. 18, and November, 1941, p. S-1. These figures are consistent 
with a greater percentage rise in profits than in labor incomes. 

21 Ibid., October, 1941, p. 24, and November, 1941, p. S-6. 

** For some recent figures see Survey of Current Business, September, 1941, pp. 
3-4, 17-18; Federal Reserve Bulletin, August, 1941, p. 724; and M. Jacobstein and 
H. G. Moulton, Effects of the Defense Program on Prices, Wages, and Profits (Wash- 
ington: Brookings Institution, September 30, 1941), pp. 4-14. 
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rise (annual rate) of output of defense goods of sixteen billion dol- 
lars, of purchases of consumption goods of ten to twelve billion 
dollars, and of nonessential investment of an unknown amount 
(annual rates). 

If the annual rate of additional expenditures on consumption 
goods is twelve billion dollars and the rate of additional produc- 
tion is less than twelve billion annually, current sales are then be- 
ing made out of existing stocks. Inventories are being diverted to 
consumers. And the inference may be drawn that current con- 
sumption has not been rising as rapidly as expenditures on con- 
sumption: consumers’ inventories are rising at the expense of bus- 
iness inventories and also out of additional output. (An allowance 


TABLE 3 
PERCENTAGE CHANGE OF PRODUCTION 
JULY, 1940—JULY, 1941* 
Alcoholic beverages 
Leather and products 


Manufactured food products........... 
Textiles and products 
Tobacco products 


* Survey of Current Business, September, 1941, p. 27. 


should be made in the estimate of current consumption for the in- 
crease of expenditures for consumption out of defense funds, 
which are excluded from current estimates of consumption.) 

Consumption output has undoubtedly risen. In so far as out- 
put responds to increasing consumption expenditures, the de- 
fense program suffers, though not necessarily by a corresponding 
amount. Ultimately consumption must give way. There is evi- 
dence of significant advances in the output of consumption goods 
(Table 3). 

We conclude that the excess of expenditures on consumption 
over the additional output of consumption goods (current or fu- 
ture) will induce higher prices in consumption markets; and, as 
the inventories are reduced to minimum working levels, the re- 
sistance to the inflationary forces will weaken further. If a serious 
rise of prices is to be avoided, the adoption of one or more of the 
following policies will be required: (1) an expansion of the output 
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of consumption goods; (2) the introduction of wage stops and ceil- 
ings on income; (3) a comprehensive system of control of prices 
and distribution; and (4) additional taxation and noninflationary 
loans to the government. On the assumption of a military effort 
of the order of forty billion dollars annually, a reduction in the 
output of consumption goods will clearly be required, although 
greater reliance on capital consumption and encouragement of ex- 
penditures where supply is elastic (e.g., education), may keep 
consumption at a reasonably high level. Wage stops and the like 
would be helpful, especially in view of the current excess of wage 
payments in manufacturing of 50 per cent or more and the very 
large rise of profits over the predefense period. Wage stops raise 
serious political difficulties, however. Trade-unions insist on ris- 
ing money wages even when spending is not free. They thus ob- 
tain a larger stake in the public debt. The greatest reliance will 
have to be placed in control of prices and distribution of supplies if 
a large inflation is to be avoided. The country will have to choose 
between a galloping inflation and a comprehensive control of 
prices and distribution, inclusive of inventories. The cost in per- 
sonal liberties of a vigorous control system will be very large in- 
deed. 

At the present time (December, 1941) consumption is too high 
and the recourse to capital sources inadequate. Despite the differ- 
ence in the international situation—the British are able to draw 
capital resources from overseas countries—the Roosevelt admin- 
istration can justly be criticized for its failure to tap capital re- 
sources here. The more fruitful this attack, the less will be the 
need for curtailment of consumption and the larger the outlets for 
spending in the post-war era. At an income of one hundred billion 
dollars at 1941 prices gross capital formation may be expected to 
attain a level of twenty-five to thirty billion dollars. Possibly one- 
half of this amount might be made available for defense (largely 
for public investment) each year for several years. In this man- 
ner, one-third of the resources required for the prosecution of a 
vigorous armament program might be obtained.” 


29 See my Economics of American Defense (New York: W. W. Norton & Co., 1941), 
chaps. v and vii and “Conclusion,” for a fuller discussion of this position. 
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I 


ERE have been misgivings for some time in the minds of 
many of those who have been teaching and using the value 
theory of imperfect (monopolistic) competition that this 

theory has, for all its merits, nevertheless fallen short of accom- 
plishing one of its main objectives—a more realistic formal de- 
scription of the equilibrium position of the individual firm in the 
real world. These misgivings have found expression in uneasy 
obiter dicta such as the following? 

Most business men are surprised by the suggestion that it is a close calcu- 
lation of short-period marginal cost or of marginal revenue which should 
dominate their price policies. They maintain that such a policy would rapid- 
ly land in bankruptcy anyone who practiced it. 

A price which at all times covers only short-run marginal cost would lead 
to large operating deficits whenever demand is short of capacity, and would 
bankrupt most industries, no matter how shock-proof their capital struc- 
tures. 


Surely, practicing the theoretical rule which guarantees to 
maximize profits or to minimize losses should not land every busi- 
nessman in bankruptcy. Some followers of Professor Chamberlin 
will not be alarmed at Professor Clark’s statement; they have 
pointed out that under monopolistic competition the amount of 
utilization of short-run capacity will be less than optimum and 


* The writer is much indebted to the penetrating and helpful criticism of Pro- 
fessor C. C. Bosland in the preparation of this article. 

* Cf. also R. L. Hall and C. J. Hitch, “Price Theory and Business Behavior,” 
Oxford Economic Papers, No. 2 (May, 1939). 

3 J. M. Keynes, “Relative Movements in Real Wages and Output,” Economic 
Journal, XLIX (1939), 40. 

4J. M. Clark, ‘““Toward a Workable Concept of Competition,” American Eco- 
nomic Review, XXX (1940), 250. 
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price higher than optimum, so that equating price to marginal 
cost, as is done under pure competition, might very well lead 
monopolistic competitors to bankruptcy. They would probably 
consider such bankruptcy as furthering the social good. But such 
retorts would not meet the argument implied in Mr. Keynes’s 
statement, nor all of the argument implied in Professor Clark’s. 

In fact, it will be the thesis of this discussion that the frame of 
reference of the Chamberlin-Robinson theories is so limited that 
uncautious users of these theories have made pronouncements 
about the real world which cannot be justified either in terms of 
the theories themselves or in terms of empirical observations. For 
these theories, it must be admitted, are postulated explicitly or 
implicitly upon the assumption of a single-product firm’ operating 
under static conditions.* Careful theorists have always recognized 
these limitations; the mischief has been done in tool-using and in 
writing elementary textbooks. Therefore, the following analysis 
will attempt to demonstrate those concepts and relationships 
which are relevant to the behavior of actual firms in actual 
dynamic situations. At the same time, the attempt will be made 
to achieve a maximum of generality within the dynamic context; 
that is, the discussion, unless otherwise indicated, wiil be ap- 

5 Mrs. Joan Robinson is perfectly explicit about this. “‘A firm is a concern very 
similar [sic] to the firms of the real world, but which produces only one commodity, 
and is controlled by a single independent interest” (The Economics of Imperfect 
Competition (London, 1933], p. 17). Though Professor Edward Chamberlin is less 
explicit, it must be conceded that the bulk of his book makes use of this assumption; 
indeed, if it does not, the diagrams are incorrect and the MC=MR condition for 
equilibrium is insufficient (cf. J. R. Hicks, Value and Capital (Oxford, 1939], p. 86). 

6 Statics will be regarded, following Hicks, as conditions where dating is unim- 
portant, and dynamics the reverse of this (op. cit., p. 115). Again Mrs. Robinson 
is quite explicit on this matter. “No reference is made to the effects of the passage of 
time” (0p. cit., p. 16; cf. also pp. 22-23 and 91). Professor Chamberlin is less explicit 
and therefore more open to misinterpretation. He has discussed how long it would 
take for a given price reaction to have an effect upon rivals, expectations as to what 
rivals will do, etc. (The Theory of Monopolistic Competition [3d ed.; Cambridge, 
1938], pp. 50 ff.). But he has not integrated clock time into his major cost, demand, 
or equilibrium concepts, and these are the important matters. It is not implied 
that Professor Chamberlin is unaware of this difficulty. The time problem can be 
avoided by assuming that the equilibrium conditions are relevant to that time 
period for which producers actually attempt to maximize profits. This device is, 
however, unhelpful for analysis of the day-to-day or week-to-week behavior of 


actual firms. 
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plicable to all types of market situations—oligopoly, monopolistic 
competition, pure competition, etc-—with the proviso that the 
individual firm will be the point of reference. 


II 


The problem, then, is to define in rather precise terms the 
equilibrium position of the multiproduct firm in a world in which 
clock time (and change which occurs in clock time)’ plays a lead- 
ing role. The frame of reference, to be doubly explicit, will be the 
real world as we know it, though it will be, of course, impossible 
to discuss all variables which exist in the real world at one and 
the same time. 

Since the firm is operating in the real world, the future is impor- 
tant, and the firm is assumed to be planning operations for a 
period of time which at the maximum* would cover the whole of 
the expected life of the firm. Plans will exist, of course, for periods 
shorter than the total life of the firm—even for hours—but these 
plans are assumed to be consistent with the general plan for the 
total period. Plans for the immediate future are likely to be much 
more definite than plans for the more remote future, but all plans 
for the future of the firm concerned envisage the total plan for the 


whole period.’ All current decisions are assumed to be made with 


7 The usual short-run and long-run analyses are not conceptually clock-time 
analyses. See infra, p. 54, 0. 27. 

® Plans will exist at the maximum for the whole expected life of the firm. It is 
assumed that the accepted plan for the maximum period comprehends the maxi- 
mization of the capital value accruing to the owners at the expiration of the 
contemplated period of actual operations. It is assumed also that, although definite 
plans may not exist for all the more remote subperiods within the maximum period, 
nevertheless the plan for the maximum period will condition the subperiod plans 
if only by way of imposing greater flexibility upon any fixed commitments, etc. 
That is, a firm may plan for unexpected as well as definitely expected occurrences. 
In actual fact, however, the total plan may not extend to the length of life of the 
firm—its maximum period—but only to some future time beyond which it is impos- 
sible or not worth while to form an estimate. The actual period for the total plan 
will therefore be a somewhat esoteric matter, depending upon who makes the plan 
and under what conditions. We can only be sure that plans for some period exist; 
it is this period which is relevant in the following discussion. 

* This does not deny the possibility of a distribution of possible future plans ac- 
cording to probability. It assumes only that one plan, perhaps a flexible one, must 
be the basis of a particular line of action at any one time. Nor does it assume that 
these plans must be perfectly definite; they may be hazy and general. It is only 
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an eye to the whole period, though matters closer at hand will 
probably be weighted more heavily than matters more distant in 
the future. 

All costs, incomes, and other relevant data included in the basis 
for decisions include elements of futurity; that is, current costs 
and current revenues alone do not determine decisions. Expected 
future costs and revenues, techniques of production, trends of de- 
mand, etc., together with the expected effect of present decisions 
upon these factors in the future, are all envisaged within the plan 
for the total period." Needless to say, any plan is based upon 
given data.™ If there occurs a change in the data known or felt by 
the entrepreneur, a new plan for the future must be considered, 
and the new equilibrium plan will differ from the old accordingly. 

The firm’s activities—whatever the plan—are considered to in- 
clude many items ordinarily excluded: additions or alterations to 
plant, market maneuvering, research, as well as output of a given 
finished product or a number of them. Needless to say, the firm 
and the plant are not considered to be synonymous; the firm may 
have many plants under its control. The firm is regarded as an 
organic going concern intent upon maximizing its profits or mini- 
mizing its losses for the period of time for which it has a plan (at 
the maximum, the life of the firm) and maximizing the value 
accruing to the owners when or if it goes out of business. It does 
not produce a single product, but many. Some of these may be for 
immediate sale, some for use within the firm, some for inventory.” 

Looked at from the point of view of a time period, the firm will 
attempt to adopt such a production plan as will maximize the 


asserted that there must be plans of some kind, and the conclusions which are to 
be developed need only be approximated in reality, not necessarily attained com- 
pletely. 

te “(All variable factors, whether they be quantity in demand, price, production, 
or even a planned production curve for a specific future period, are simultaneously 
variable in the mind of the producer when he formulates his plans’’ (Erik Lundberg, 
Studies in the Theory of Ec ic Expansion (London, 1937], p. 9). 

This does not imply certainty of knowledge, but only a given probability dis- 
tribution of all relevant events. 

72 E. S. Shaw in his “Elements of a Theory of Inventory” (Journal of Political 
Economy, Vol. XLVIII [1940]), which appeared after the present article was com- 
pleted, has done much to formalize the inventory problem. 
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present value of the difference (positively measured) between the 
total value of products and total costs for the period under con- 
sideration. Obviously, there may be many time shapes both for 
cost streams and for value-of-products streams, and there is 
no necessity that the adoption of a plan which maximizes the 
present value of the expression (total value of products minus 
total costs) would involve at the same time maximizing net money 
receipts for any current period. Such a plan, in fact, may be quite 
consistent with no current net money receipts whatever, if cur- 
rent net money receipts be taken to mean the difference between 
current gross money receipts and current money expenditures by 
the firm. This last point has been well emphasized in both eco- 
nomics and accounting. 

Looked at from the beginning of the period, which is always the 
position in time of the entrepreneur, the requirement that the 
plan for the period maximize the present value of the difference 
between total value of products and total costs for the period 
means that, of all possible net income streams facing the entre- 
preneur, he must choose that one which, when discounted to the 
present at the rates he regards as appropriate, will yield the maxi- 
mum value."? Or, to put the matter differently, that production 
plan for the period will be chosen which yields the largest dif- 
ference between the discounted gross income series and the dis- 
counted cost series." 

These few remarks concerning the production plan provide the 
setting within which the firm is assumed to operate from day to 
day and week to week. The principal object of this discussion 
will be to define the equilibrium position of the firm for the “week” 
—a short period of time—dated from the present in view of the 
total plan, which is always conceived to extend over several 
“weeks” at least. The reciprocal influences operating between 
current and future weeks should be especially noted. 

13 Cf. A. G. Hart, “Imputation and the Demand for Productive Resources in 
Disequilibrium,” in Explorations in Economics (New York, 1936), pp. 264-71; also 
Hicks, op. cit., chaps. xv, xvi, ef passim. 

4 This sum, which maximizes the net worth of the firm measured prospectively, 
multiplied by the appropriate current rate of interest, will determine the true net 
income of a period in Hicks’s sense; though, as was stated above, none of this need 
be realized as current money receipts during the current period (cf. Hicks, op. cit., 
pp. 184-89; also Irving Fisher, The Theory of Interest [New York, 1930], chap. i). 
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III 


On the side of costs it is necessary to make some distinctions for 
use later on.’ The total of those costs which would be incurred if 
there were, for the next week and within a given expectational 
context, no production by the firm are supplementary costs. To- 
tal supplementary costs can be considered to be constant, even 
for the whole period envisaged by the total plan, provided the ex- 
pectational context is defined appropriately."* It must be clear, 
however—and this is an important point—that all costs which are 
constant (i.e., which do not vary as a total with changes in out- 
put when output is above zero) for short periods cannot be con- 
sidered to be supplementary costs.'? The criterion is not con- 
stancy but existence at the level of zero production." 

The costs associated with a level of zero production for a firm 
will vary, depending upon how long zero production is expected to 
last. At the maximum, when zero production is expected to last 
only a short time, supplementary costs will include such items as 
depreciation due to deterioration and obsolescence, interest on the 
actual value of investment, maintenance, taxes, insurance for idle 
plants, and costs due to retaining personnel and maintaining con- 


*8 The cost classification here adopted follows closely that of G. D. A. MacDoug- 
all in his ““The Definition of Prime and Supplementary Cost”? (Economic Journal, 
XLVI [1936], 443-61). MacDougall’s definitions were especially developed for the 
purpose of analyzing the behavior of a firm over time, and can therefore be adapted 
readily to expectation analysis. The animus behind the search for more realistic 
classifications of costs has been well stated by R. S. Meriam in “‘Quasi-rent,” in 
Explorations in Economics, pp. 317-26. 

*6 Additions to plant, etc., will, of course, change the amount of supplementary 
cost relevant for future planning dates. For the plan dated from the present, how- 
ever, anticipated additions to plant appear in other categories, as will be shown. 

17 Cf. MacDougall, of. cit., p. 446. 

18 Tt is not an easy matter to define accurately what is meant by zero production, 
and its definition seems to have been ignored. A tentative definition suitable for 
the purposes of this paper will be: Zero production exists whenever any use of the 
firm’s “‘facilities” (as defined later) is not expected to result in a net worth (or 
prospect) greater than it would be if there were no utilization of the firm’s facilities. 
It is associated, therefore, with absence of utilization of the firm’s facilities, though 
the facilities are nevertheless maintained. For ordinary purposes, for any short 
period after which the firm expects still to be in business, supplementary costs can 
be considered to be unavoidable and prime costs avoidable for the period in ques- 
tion. 
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tact with markets. At the minimum, when zero production is ex- 
pected to last for the whole period which the total plan envisages, 
supplementary cost will include only interest on the market value 
of the plants, taxes, insurance, and deterioration, all accumulated 
for the period under consideration. This minimum is likely never 
to be completely realized in fact, since the firm would be better off 
to go out of existence entirely than to allow costs to accumulate 
without hope of recouping them at any subsequent time. It is ap- 
parent that the amount of supplementary cost depends largely 
upon how far into the future expectations of zero production ex- 
tend. The important point for this analysis is that supplementary 
costs are not given in any automatic way; they must be deter- 
mined in the light of expectations. 

Supplementary costs being associated with zero production, 
prime costs will be associated with positive production. Prime 
cost for any planning period is simply total cost minus supple- 
mentary cost for any contemplated level of production. At zero 
production prime cost is, of course, zero; at any level of positive 
production total prime cost will be the net addition to the total 
cost which would exist at zero production. 

Prime cost is defined as the net addition to total cost that 
would be incurred on account of production for the reason that in 
the case of depreciation, at least, and possibly for other kinds of 
cost as well, there are elements incurred up to some level of posi- 
tive production which are not additive to cost incurred at zero 
production.*® 

Total prime cost being defined (total cost minus supplementary 
cost), marginal cost can be defined in the usual (formal) way as 
the rate of addition to total cost associated with increased produc- 
tion,”® provided the expectational context is given. Or, since we 


9 Cf. Joe S. Bain, ‘Depression Pricing and the Depreciation Function,” Quer- 
terly Journal of Economics, L (1937), 705-15. 

2° It has been objected that the usual procedure in arriving at total cost is to add 
prime and supplementary costs and that my procedure seems to involve a good deal 
of “roundaboutness,”’ to say the least. Analytically, it is true that we usually add 
prime and supplementary costs, but, as a matter of practice, my belief is that itis 
always easier to arrive at total cost and much more difficult to arrive at the appropri- 
ate breakdown. This practical difficulty finds its counterpart in my analysis, as 
indeed it must when we slough off the arbitrary precision of the usual analysis. 
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are dealing with multiproduct firms, marginal cost of any particu- 
lar product will be the rate of net addition to total cost associated 
with additions to that particular kind of production, output of 
other kinds being given. But although the formal label for mar- 
ginal cost is the same, it must be remembered that the con- 
cept now takes on something different from the usual meaning, 
as will be shown in the use to which it will be put in the sub- 
sequent discussion. 

We now have the usual cost categories redefined. Total cost at 
any level of production for the week can be divided into supple- 
mentary cost, S, and prime cost, P. Prime cost may be further 
subdivided into factor cost, F, the costs of the factors of produc- 
tion associated with operating as opposed to not operating; pur- 
chases from other entrepreneurs, M (Keynes’s A,), associated 
with operating as opposed to not operating, and user cost, U, a 
concept which requires more extended discussion. 

User cost consists of the change in the value of the facilities due 
to operating as opposed to not operating during the week. ‘‘Facili- 
ties” is a very broad term which covers plants, goods in process, 
inventory, access to markets, customer relationships, good will, 
and similar items.“ They may have a value E, at the beginning 
of the week, and if there were no production but the facilities 
were maintained at the optimum level (as determined by the total 
plan), they would have a value (EZ, — S) at the end of the week. 
Maintenance, deterioration, obsolescence, and all other supple- 
mentary costs are included in S. The difference between (E, — S) 
and E,, E, being the expected value of the facilities at the end of 
the week of operations, will be user cost.” User cost is the change 

** Not all of these, of course, are relevant for pure competition. This fact con- 
stitutes one of the most important dynamic differences between pure and monopolis- 
tic competition. 

22 Cf. J. M. Keynes, The General Theory of Employment, Interest and Money 
(New York, 1936), chap. vi and Appendix. My definition of user costs differs from 
that of Mr. Keynes in that (1) purchases from other entrepreneurs (Keynes’s A; 
and my 4) are excluded from my user cost while included in his. The only virtue 
of this change lies in the fact that M (or A;) is a statistically ascertainable magni- 
tude for particular industries, and that it, unlike F or my U, will cancel out for the 
economy as a whole for any given period. Recognition of this fact might have pre- 


vented the identification (not by Mr. Keynes, however) of marginal cost with 
marginal wage cost for the economy as a whole. (2) Keynes’s B’ includes only 
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in the value of facilities due to operating as opposed to not operat- 
ing during the week in question. 

The purpose of these definitions is to segregate out of total 
costs all costs which are significant in determining whether and to 
what extent a firm will undertake production with its existing 
facilities and what kind of production it will undertake. It is ob- 
vious that the usual cost classifications—fixed and variable, direct 
and indirect, or overhead and prime—while useful for many pur- 
poses, are not suitable for this one, as has been indicated in part 
above.” Were depreciation considered to be solely “overhead,” 
and therefore inconsequential in the determination of output deci- 
sions, the decisions as to production would be quite different than 
when some—perhaps a large part—of depreciation is considered 
to be prime cost.** But, more important still, the usual cost classi- 
fications give us no clue as to how fixed costs of the future may 
influence prime costs of the present and therefore influence pro- 
duction decisions.** Nor can the usual classifications offer much 
help in determining whether expected future prices can be con- 
sidered to affect present prime costs and therefore present produc- 
tion decisions.” The shortcomings of the usual classifications, 


maintenance, whereas my S includes maintenance and expected depreciation and 
any other supplementary cost. My definition should be regarded not as an alterna- 
tive; it is merely a similar definition for a different purpose suggested by Mr. 
Keynes’s user cost and appropriating a very convenient name. 

23 See MacDougall, op. cit., pp. 445-46, for a very useful summary of existing 
definitions. 

4 Joel Dean, among others, has frowned upon accountants for considering such 
overhead to have the significance of prime costs. The implications of this paper are 
that the intentions of accountants, whatever their practices, are right (cf. Statis- 
tical Determination of Costs, with Special Reference to Marginal Costs (“Studies in 
Business Administration,” Vol. VII, No. 1 (Chicago: University of Chicago Press, 
1936)], p. 3 ot passim). 

*8 Cf. pp. 58 ff., infra, for an application of this idea. 

26 There have been several attempts to incorporate an analysis of the effect of 
present prices on future demands or prices into the usual technical apparatus for the 
analysis of the equilibrium firm. Mrs. Robinson complained that it led to a “dis- 
tressingly vague” concept but nevertheless admitted the necessity of such a con- 
cept while choosing to ignore it for purposes of her own lucid analysis (0. cit., 
p. 23). Paul M. Sweezy has introduced the device of a kink in the demand curve 
for a similar purpose, but this device suffers from the difficulty that a single-<demand 
curve (two-dimensional) cannot well express both current and expected future de- 
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however, would involve a special treatise which would be out of 
place here. The important point for the present purpose is that 
the terms “prime’’ and “supplementary”’ have a special meaning 
in this discussion—a meaning conditioned by the necessity of 
using them to explain the actual price and production policies of 
firms operating in a clock-time period rather than the usual 
“short run.’’7 

To recapitulate: total cost, C, can be conceived to be made up 
of two categories: supplementary cost, S (total cost at zero pro- 
duction), and prime cost, P (total cost at any level of production 


mand except in the static case (“Demand under Conditions of Oligopoly,” Journal 
of Political Economy, XLVII [1939], 568-73). His is, however, a helpful device, 
even though it may involve such anomalies as Bronfenbrenner’s double-valued and 
discontinuous marginal revenue curves (“Applications of the Discontinuous Oli- 
gopology Demand Curve,” Journal of Political Economy, XLVIII [1940], 420- 
27). Clark has suggested that the effect of present prices on future demand be repre- 
sented by a three-dimensional diagram (““Toward a Workable Concept of Competi- 
tion,” op. cit., pp. 247-48). 

But the problem can be handled much more simply than by pretzel-bent or 
three-dimensional demand curves. We are, after all, interested in an instantaneous 
picture of the obstacles and inducements to output in some given context; we are 
therefore justified in representing our picture in two dimensions only. This can be 
done by defining current marginal cost to include the current value of the expected 
future reaction to the current decision, and the current demand curve can be left as 
it is. We have thus reduced all inducements and obstacles to output to a single 
point in time, and a two-dimensional diagram is all that is necessary. In addition, 
we have treated cost in its classical sense as an obstacle to output and included in 
costs all such obstacles foreseen at the moment in time we select—the present moment 
in this discussion. Actually, there is nothing new in this procedure; it has been anti- 
cipated in the Marshallian analysis of temporary equilibrium reservation prices, 
which reflect the expectations of future demand, costs, etc. (cf. Alfred Marshall, 
Principles [8th ed.; London, 1920], Book V, chap. ii). 

#7 The usual short run is taken to be the Marshallian short run. Redvers Opie’s 
remarks on this matter will perhaps make the difference more explicit. “When 
he [Marshall] distinguished long and short periods he was not using clock time as 
his criterion, and ‘operational’ time in terms of the economic forces at work. Sup- 
ply forces were given the major attention, and time was long or short according as 
it involved modifiability or fixity of some chosen forces on the supply side. The 
greater the modifiability of the supply forces the longer the period of time under 
discussion, irrespective of the length of clock time..... The use he makes of 
the tool, however, shows that short and long periods are necessarily divided by 
definition, since all periods are short during which changes in the supply of factors 
of production cannot exert a direct influence upon prices of commodities; and 
periods are long per contra which exhibit this direct influence” (““Marshall’s Time 
Analysis,” Economic Journal, XLI [1931], 199 and 200). 
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minus total cost at zero production). Prime cost may be further 
subdivided into factor cost, F; purchases from other entrepre- 
neurs, M; and user cost, U. All of these costs must be considered 
at any planning date to be determined prospectively—that is, 
with an eye to a future long enough to include the total period for 
which expectations may be considered to exist. None is given in- 
dependently of the expectational context. 

User cost, a most important element, is defined as (E, — S) — 
E,, where E, is the value of the facilities at the beginning of the 
week, S is the expected change in their value if they were not 
used during the week, and £, is the value of the facilities at the 
end of the contemplated week of actual use. Thus, prime cost 
for any current production (that is, production for any short pe- 
riod in the present within the longer period for which there can 
be conceived to exist expectations) will be F + M + (E£, — S) — 
E,, where each of these values reflects the whole period for which 
expectations exist, not just the current week. 

To avoid unnecessary complications, assume that output and 
sales during the current “week” are simultaneous. This assump- 
tion will be true in fact if the output consists of services or of some 
types of goods made to special order, such as most heavy equip- 
ment. It may be true for all goods if the “week”’ is sufficiently 
long. In any event, the assumption is consistent with the main- 
tenance of a minimum working inventory which may be almost as 
necessary as fixed plant and in some cases more so. 

For the single-product case under this assumption, profit maxi- 
mization consistent with the plan for the whole period will occur 
when the marginal cost of this week’s output is so calculated as to 
include (in user cost) the highest present values of marginal prof- 
its (+ or —) given up by producing at each rate of output this 
week rather than later.** It will also be seen that if the plants 
under the control of the firm are capable of producing several 

28 When speculative inventory accumulation is possible, A. Smithies has shown 
(“The Maximization of Profits over Time with Changing Cost and Demand Func- 
tions,” Econometrica, VII [1939], 312-18) that, subject to certain qualifications, dis- 


counted marginal costs and discounted marginal revenues must be made constant 
for each week in the total period and equal to each other. In terms of my analysis, 


the correct result will be achieved by redefining the marginal cost of current produc- . 


tion for each contemplated future week’s sales. 
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products (alternately, not jointly), and these in different propor- 
tions, for each product produced the condition above must be 
met. The multiproduct-firm problem is extremely difficult of 
practical solution, since the marginal cost of present production 
of any single product of the whole line of products depends not 
only upon the values of the alternative uses of the facilities used 
in its production in the present but upon the values of these al- 
ternative uses in the future as well. But when equilibrium rela- 
tive to the current week’s output of any single product in a multi- 
product firm is achieved relative to a given state of expectations, 
the marginal revenue of the current week’s production will be 
equated to its marginal cost when this marginal cost includes the 
highest of the alternative profits (present and future) given up to 
achieve this marginal revenue.”® 

It should be apparent that the marginal cost of any product 
causally important for the determination of output in any current 
period must include a great many items that are prospective and 
that current production by any one firm will be influenced by 
more than current costs (F and M, as defined above).*° 


IV 


The introduction of futurity into the discussion—and no one 
would deny that current plans are affected by the outlook for the 
future—brings under discussion a number of more complicated 
reactions than would necessarily be considered under static as- 


29 This conclusion is, of course, nothing more than an extension of the time- 
honored doctrine of opportunity costs. 


3° Under long-run static conditions where by definition all costs can be considered 
to be variable and the future can be considered to be the same as the present, current 
marginal costs would reflect all relevant economic: facts, and equating current 
marginal cost and marginal revenue would maximize profits, if any. User cost would 
be included automatically. 

In the actual world we have the problem of fixed (nonmobile) resources and of 
divergent expectations about an uncertain future. Though for some things an 
average of expectations can be struck in an organized market which yields objective 
data for cost calculations for all firms, for most of the nonmobile means of production 
and sale there is no such market and there is possible the widest divergence of ex- 
pectations and hence of user-cost elements which enter into marginal cost and there- 
fore influence output and sales policies. 
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sumptions.** For instance, we shall have to consider reactions 
whenever (a) expected future costs change, present costs and 
present and expected future revenues remaining the same; (5) ex- 
pected future revenues change, present revenues and present and 
expected future costs remaining the same; (c) present costs 
change, expected future costs and present and expected future 
revenues remaining the same; (d) present revenues change, ex- 
pected future revenues and present and expected future costs re- 
maining the same—to mention but four simple cases out of many 
possible cases. Any change in a present or prospective item will 
induce changes in the proportions of different goods produced in 
the present, or changes in the proportions of the same or different 
goods produced in present and future, or both. 

There would be no point in multiplying all the possible cases 
for each of the cost categories discussed above and all of the 
revenue categories that can be imagined. A few cases will demon- 
strate, it is hoped, the usefulness of the distinctions set forth 
above. 

Suppose a rise in the expected future cost of material of which 
the firm has stock on hand, other elements in the situation re- 
maining the same.* This change in the expected future cost of 
the material may be due to supply or demand factors; the cause is 
immaterial. The present cost of using this material will therefore 
rise, for a given amount of the material, to a figure equal to the 
discounted expected future cost of a similar amount. In terms of 
price and production policy, if present and future demand are ex- 
pected to remain constant, then true present marginal cost will be 
raised, less of the goods using this material will be offered and their 
prices will tend to be raised more and more as the date of the ex- 
pected future rise in cost approaches. Whether these adjustments 

* An excellent introduction to problems of this kind is F. A. Hayek, “Economics 
and Knowledge,” Economica (new ser.), IV (1937), 33-54; also H. Makower and J. 
Marschak, “Assets, Prices, and Monetary Theory,” Economica (new ser.), V (1938), 
261-88. For a much more comprehensive treatment see J. R. Hicks, op. cit., Parts 
III and IV, and A. G. Hart, Anticipations, Uncertainty, and Dynamic Planning 
(“Studies in Business Administration,” Vol. XI, No. 7 (Chicago: University of Chi- 
cago Press, 1941]). 

» Cf. Keynes, General Theory, pp. 70-71. 
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will be made by the firm alone or made by a number of firms in 
conjunction with a number of markets depends upon the char- 
acter of the markets for the material and finished products. 

Most economists would be willing to admit the validity of this 
first example in one form or another. It is an adaptation of a 
classic case which has been invoked in somewhat different form to 
give economic justification to the activities of speculators when, 
anticipating a future increase in price, they purchase in the pres- 
ent and thereby drive up prices, presumably to a level somewhere 
near the discounted expected future price. 

The next example will be more reluctantly accepted, and the 
conclusion, if correct, seems to the writer to be of considerable 
practical significance. As demonstrated above, the present cost of 
using facilities beyond a certain level (which may be quite low) is, 
regarding facilities only, the present value of the highest future 
use sacrificed. Since in any but the most exceptional cases the 
expected value of future uses of facilities is much greater than 
zero, the cost of present use on facilities account alone is likely to 
be positive. Because of this, the true present marginal cost of 
production (including user cost) involved in using these facilities 
will almost always exceed the marginal cost calculated solely from 
the costs of the so-called variable agents, F and M as defined 
above. This will always be true of actual production under condi- 
tions of pure competition; under monopolistic competition offsets 
are sometimes possible. 

For the pure competition case the marginal user cost on facili- 
ties account for very low rates of output may be negative, since 
some savings on idle maintenance costs may be involved until 
output reaches a certain level. Beyond this point, however, mar- 
ginal user cost becomes positive, owing to the fact that current 
use of facilities is a sacrifice of potential future use. Under pure 
competition facilities other than equipment and stocks of mate- 
rials, goods in process and finished goods are negligible. The value 

33 This assumes in the most simple case that the life of the facilities is shortened 
through use. There may be other reasons making intensification of present use of 
facilities with a given value based upon the future costly even though facilities are 
not worn out through use. Such a possibility is the more probable when it is under- 


stood that “facilities” includes not only physical equipment but also market 
position and many similar intangible items. 
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of sacrificed future uses depends on expected future prices and the 
rates of discount employed in finding present values. 

For monopolistic competition, user cost is likely to be more im- 
portant because value of facilities includes the value of trade 
marks, good will, market position, etc. Marginal user cost is likely 
to become either positive or negative with increased output, de- 
pending upon whether increased output might provoke a price 
war, “borrow demand” from the future, provoke consumers into 
switching brands temporarily or permanently, etc. Under monop- 
olistic competition it is necessary to define the context very care- 
fully before it is possible to determine anything about either the 
sign or the magnitude of marginal user cost. 

If the context is a depression, and a firm operating under pure 
competition with facilities of considerable value has the expecta- 
tion that future prices will be substantially higher than present 
prices, other things being expected to change only negligibly, then 
the user cost of current production may be very great. To equate 
current marginal cost (exclusive of user cost) with marginal reve- 
nue under such circumstances would be to forego the possibility 
of maximizing profits (or minimizing losses) over the longer period 
for which the firm has expectations. Marginal cost, under pure 
competition or any other condition, is not a given quantity or a 
given function of output but depends on the expectational context 
under which current decisions are made. Why some firms even 
under pure competition do not produce in the present even though 
price exceeds current marginal variable cost (calculated from F 
and M) is no mystery at all; such behavior is simply good business 
and good economics and the sloping demand curve to the firm 
need play no part. 

But this is not all. While the value of the expected future uses 
of facilities is likely almost always to be positive and in many 
cases substantial, in almost all cases it is unlikely to be less than 
zero.*4 That is to say, so long as facilities are expected to have any 

34 For certain types of monopolistic situations, moreover, inclusion of user cost in 
prime costs leads to an explanation of a considerable amount of heretofore puzzling 
behavior. A fall in demand may or may not call for a change in price according to 
traditional analysis (cf. Robinson, op. cit., chap. iv). The solution according 
to this analysis depends upon the assumption that entrepreneurs have precise 


knowledge of their marginal costs and of the elasticities of their demand curves. 
What may be more important in situations of this kind is that marginal costs may 
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value in alternative uses in the future or to have any value in 
alternative uses in the present, using them in the present for a 
specific type of production will involve positive user cost on facili- 
ties account. But if in the future facilities are not expected to 
have any positive value at all, but to involve only costs, then 
using them in the present would involve negative costs, or sav- 
ings, on facilities account. But it is most unlikely that facilities 
will be kept at all if keeping them into the future would be ex- 
pected to involve greater losses than disposing of them at once in 
the present. 

Thus, the effect of taking expectations into account, and par- 
ticularly within the context of temporarily low demand, is to add 
a positive element to cost of present use of facilities which is 
ordinarily uncompensated by any negative element. To regard 
marginal costs as being derived from current factor prices and 
current costs of purchases from others is to understate the true 
marginal costs which actually determine output decisions.** It fol- 


change because of the expected reactions upon future demands of present actions in 
such circumstances. 

Suppose the monopolistic producer to sell a durable good. Following a tempo- 
rary fall in demand, suppose that the equation of marginal cost calculated on the 
previous basis with the new marginal revenue dictates a price substantially lower 
than the previous price. Charging a lower price this week, however, may cause a 
deterioration in demand during the next week following, demand in that week being 
expected to be higher in the absence of a price cut this week. Marginal user cost for 
this week’s sales must be adjusted to the extent necessary to avoid greater losses or 
smaller profits due to selling at a lower price this week when the same goods might 
be sold for a higher price next week. In a different manner but with similar results 
M. W. Reder has discussed the same case in “Intertemporal Relations of Demand 
and Supply within the Firm,” Canadian Journal of Economics, Vol. VII (1941). 


3s Yet this has been the procedure followed in the pioneer statistical work in this 
field up to the present (cf. Dean, op. cit.; Michal Kalecki, “The Distribution of the 
National Income” in Essays in the Theory of Economic Fluctuations [London, 1939); 
J. T. Dunlop, “‘Price Flexibility and the ‘Degree of Monopoly,’ ” Quarterly Journal 
of Economics, LIII [1939], 522-33). This is not to imply that these and similar 
studies are not important; it is simply to warn that the results of these studies can- 
not be taken at face value. Dean’s cautions should be heavily underlined (0. cit., 
Pp. 105). 

It should not be supposed that my criticism applies only to the usual impossibil- 
ity of including use depreciation in the prime costs of statistical analysis. The neg- 
lected element is broader than that. If, for instance, we regard cost as an obstacle 
to output, then any profits that would be sacrificed by selling output today rather 
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lows that any attempt to measure marginal cost statistically on 
the assumption that it is made up only of current marginal factor 
and materials costs is not only misleading but, in view of the dif- 
ferences in the relative importance of facilities in different indus- 
tries, of doubtful meaning for comparative purposes. User cost is 
likely to be of much greater and more significant magnitude in the 
steel industry, for instance, than in the clothing industry, not 
solely because of differences in competition in the two industries, 
but also because of differences in the relative importance of 
durable facilities in the two cases. 

To demonstrate further the usefulness of the tools developed 
above, we may take the case of an expected increase in wages 
which is expected to be of considerable duration, other things 
being expected to remain unchanged. For this case the assump- 
tion that output and sales are simultaneous must be relaxed. The 
present wage will then, from the standpoint of output decisions, 
overstate the current cost of using labor. It may appear strange 
that costs are said to be overstated when in fact present wages 
remain the same. This is a situation in which only wages of the 
future are expected to rise. It is readily evident that any output 
that can be produced before wages rise will be produced at a sav- 
ing in cost. Since demand and everything else is assumed to re- 
main constant, the only way to demonstrate by means of the 
usual cost-revenue analysis that it is profitable to expand output 
is to regard current wages as overstating current labor cost. If 
current wages alone are considered, marginal cost on labor ac- 
count alone will be overstated by an amount equal to the differ- 
ence between the present marginal wage cost and the present 
value of the (increased) expected future marginal wage cost minus 
the carrying charge on such inventory as would result from in- 
curring the increment to wage cost under consideration. Unless 
the carrying cost of inventory is large (i.e., unless the inventory is 
perishable economically), the expected rise in wage cost will bring 
about a redistribution of production between present and future, 
and perhaps between nonperishable and perishable, outputs of the 


than next week are properly opportunity costs of sales made today. Such oppor- 
tunity costs will vary in some manner with output. 
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firm, the net effect of which will be to increase production in the 
present at the expense of the future.** This redistribution of pro- 
duction would occur even though present wages remained con- 
stant, although if the expectation of rising wages were widely held 
the expectation would of course fulfil itself almost at once in a 
higher level of current wages. Though it is not the purpose of the 
present discussion to pass beyond the scope of the individual firm, 
the relevance of the foregoing to the explanation of the cumulative 
nature of the boom is obvious.*’ 

The case of the multiproduct firm might also be elaborated 
with advantage. Suppose the firm to produce two products: A 
and B. Suppose that this firm is in equilibrium with respect to its 
total plan and that there should occur thereafter an increase in 
the present marginal revenue of A relative to the present marginal 
revenue of B, future revenues being expected to remain the same 
as previously expected. To the extent that the plant is flexible** 
there will be a shift from the production of B to the production of 
A, and the proportion of A in the total output will probably in- 
crease. 

It may happen, therefore, that in the case of a multiproduct 
firm (and all firms are multiproduct firms in one sense or another) 
the fall in the demand for one product, rather than resulting in the 
lowering of the price of that product appreciably, will result in the 
lowering of the price of that product only slightly below the old 
level and the diversion of resources to the production of other now 
relatively more profitable products which the firm is capable of 

36 This, we believe, is what sometimes happens when a wage agreement is about 
to run out and the new one is expected to be negotiated on harder terms from the 
standpoint of management. For the pure competition case an expected increase in 
wages cannot, in the absence of any expected change in finished goods prices, result 
in increased inventory of finished goods. It can result in increased production in 
the present in the earlier stages and to increased inventory of unfinished goods 
(cf. Moses Abromovitz, An Approach to Price Theory for a Changing Economy 
[New York, 1939], p. 106). Professor Shaw’s conclusion on this subject (of. cit., 
Pp. 474) can be reconciled with this conclusion, since his model does not seem to allow 
inventory of unfinished goods. 

37 The N.R.A. boom of 1933 offers an interesting historical example to which the 
foregoing analysis contributes some explanation. 

3§In the sense used by George Stigler in ‘‘Production and Distribution in the 
Short Run,” Journal of Political Economy, LXVII (1939), 317-22. 
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producing in varying quantities. The suspicious statistician look- 
ing at the relative price and output movements of B might deduce 
monopolistic pricing from this situation, whereas in fact there 
may be no such implication.*® Should a more wary statistician 
find that the current outputs of all products of the firm fell off con- 
siderably without considerable declines in prices and then deduce 
monopolistic pricing, he too might be wrong. Actually, A and B 
can be taken to represent the same physical product at different 
times, and if A is taken to mean B, one month later, in the ex- 
ample above, the statistician’s deductions would be inconclusive. 

Maintenance of the reservation price of a certain product at a 
level not much below that previously prevailing in the face of a 
fall in current demand may be consistent with the existence of 
pure competition provided the firms producing the product have 
similar expectations (not of an oligopolistic nature, however) and 
similar resources. This seems particularly possible if we relax the 
assumption which holds expected future prices equal to present 
prices and allow for an expected rise in future prices. It must be 
admitted, however, that one finds many more grounds for rela- 
tively inflexible price behavior in cases of monopolistic competi- 
tion than in cases of pure competition. It is not the writer’s pur- 
pose, however, to enter here into the controversy over price in- 
flexibility but rather to stress the usefulness of the tools developed 
above in the analysis of the price inflexibility phenomena. 

There remains the question: If marginal cost and marginal 
revenue must be measured prospectively, and if so viewed they do 
not coincide with marginal cost and marginal revenue measured 
currently, what then happens to the measure of the degree of 
monopoly based upon difference between marginal cost and price? 
Is the measure to be the difference between current marginal cost 
and current price—that is, must entrepreneurs always assume 
that any change is always going to be permanent and that facili- 
ties will have no present value based on alternative future uses? 
They must make such contradictory assumptions if the difference 

39 For the pure competition case, for example, there must be a change in the rela- 
tive prices of the outputs which are capable of being substituted. If the substitution 
is A for B in the present and the plant is so flexible that no cost is involved in the 
shift, a very small fall in the price of B will produce a very great substitution against 
B, etc. 
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between current marginal cost and price is to be used as a measure 
of monopoly, yet we know very well that almost no entrepreneur 
would make such assumptions. Entrepreneurs are likely therefore 
sometimes to act in such a way as to evidence a certain positive 
degree of monopoly*® to the statistician and at other times possi- 
bly to act in such a way as to evidence the most paradoxical re- 
sult—a negative degree of monopoly." What, indeed, could be 
purer than pure competition! 

It has been the purpose of this article to elaborate the major 
cost, revenue, and equilibrium concepts as applied to the indi- 
vidual firm within a context closely resembling the real world. It 
is hoped that for this context it will serve as a rough but never- 
theless useful introduction. Although the Chamberlin-Robinson 
solutions can lay considerable claim to realism and are invaluable 
aids to further analysis (indeed, the present writer could have 
done little without them), nevertheless their slighting of problems 
involved in clock time, anticipations, and multiproduct firms pre- 
vent them from providing as useful an analysis for real world 
firms as had been hoped. Introduction into the present analysis 
of the assumption that firms produce many products in a world 
where clock time and anticipations are of paramount importance 
has resulted in an emphasis upon marginal user cost as a com- 
ponent of marginal cost which is greatly affected by anticipa- 
tions.” The succeeding analysis casts considerable doubt upon 
the validity of empirical studies of marginal costs, of the degree of 
monopoly, and of related problems. 

4° The degree of monopoly is defined as (price — marginal cost)/price (cf. A. P. 
Lerner, ‘“The Concept of Monopoly and the Measurement of Monopoly Power,” 
Review of Economic Studies, June, 1934, pp. 157-75). The degree of monopoly is 
thus a pure number with limits of zero (pure competition) and plus 1 (the maxi- 
mum monopoly power where marginal cost is zero). 

4 As indicated above in the conclusion that current marginal cost calculations 
would understate rather than overstate true marginal cost, the negative degree 
of monopoly is not a very likely case, yet it is possible, especially for very short 
periods, as in the wages example above or in the case of a promotional sales cam- 
paign. 

# The influence of expectations has been lumped in éofo into the user-cost cate- 
gory. There is no reason why a user-cost element should not be appended to any of 
the traditional cost categories. 
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I. ORIGINS: AN ERA WITH AN ANTI-LAISSEZ FAIRE BIAS 


"[ National Industry Group is the Nazified successor to 
the National Federation of German Industry, which, in 
its turn, was a post-war fusion of two predecessor organiza- 
tions—the Central Association of German Industrialists, founded 
in 1876, and the Industrial Alliance, dating from 1895. The his- 
tory of its origin and growth from more or less haphazard first 
beginnings to the present all-inclusive and highly streamlined in- 
dustrial policy-control network shows a logical unfolding of the 
possibilities inherent in a large-scale industrial capitalism when 
morganatically wedded to a powerful centralized state which is 
dominated by consciously expansionist imperial ambitions. Im- 
portant as is the history of the evolution of the National Industry 
Group in and of itself, its larger significance is found in the fact 
that its development is typical and symptomatic of forces un- 
leashed by this fusion in the whole of German national life. 

Taproots for all the immensely elaborated organizational net- 
works that characterize twentieth-century Germany are found in 
Bismarck’s imperial system. Under his capable hands industrial 
capitalism underwent a sort of forced-draft growth within the 
confines of a modernized cameralism, greatly modified in many 
respects by important feudal carry-overs. The whole of the elabo- 
rate and amazingly efficient state bureaucracy, inherited directly 
from the days of Frederick the Great and the systems of Kam-. 
mera, was placed at the disposal of plans which visualized a swift 
catching-up and rapid overreaching of the industrial rivals of im- 

* Prepared from materials gathered under a grant from the Carnegie Corporation, 
this article is one of a series of studies on bureaucratization of economic activities 
in the major capitalistic countries. 
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perial Germany. To this end the recalcitrant landed aristocracy 
were bribed, beaten into line, or deliberately fused with favored 
industrial, shipping, and commercial circles, with the inevitable 
result that the stigmata of special privilege were transferred 
wholesale to the new fields of upper-class interest. And, at the 
other extreme, the radicalized proletariat were numbed into sub- 
mission by a combination of social security concessions—Bis- 
marck’s adaptation of Realpolitik to the ‘‘social question” which 
succeeded in robbing LaSalle of all independent initiative—and 
superpatriotic romanticism which appeared to gear labor’s for- 
tunes inescapably to those of the expanding state apparatus.” 

Coming onto the industrial stage comparatively late,’ under 
such auspices, and with England as the principal rival,‘ there was 
little tendency to comply with the tenets of competition or laissez 
faire. Some speculation on, followed by half-hearted experimen- 
tation with, the advantages of the Manchestrian system had, of 
course, taken place. For a short period of time during the sixties 
and the seventies ideas imported from England seemed to be 
gaining ground. But this Bliiteseit of laissez faire was brought to 
a close with the famous Bismarck tariff of 1879. Germany thus 
returned to more familiar ways—ways which German theoreti- 
cians, from the romanticism of an Adam Mueller and the rational- 
ized protectionism of a Frederick List, had assured her were fitting 
and proper in the face of German economic conditions and in the 
perspectives of future need.‘ 

? Nowhere is this shown so clearly as in the “‘revisionist’’ literature of the post- 
Marxian socialists such as Bebel, Cavil, Hilferding, Bernstein, and others—a re- 
visionism which led them directly to the position taken at the outbreak of the World 
War and which meant simply full and unequivocal support of the imperial state. 

3 Veblen in his Imperial Germany and the Industrial Revolution (New York, 
1915) has attempted to show how great an advantage this late arrival was for the 
unrestricted taking-over and full expansion of the techniques of mass production 
(see in particular pp. 179-203). 

4 How very seriously this rivalry was taken by the British has been shown by 
Ross J. S. Hoffman in his penetrating study, Great Britain and the German Trade 
Rivalry, 1875-1914 (New York, 1933). 

5 Political parties and trade-unions in the direct Marxian tradition were in the 
main satisfied to let combination take its course in the conviction that the ultimates 
in such centralized control were a prelude to the socialist state of the future. Such 


was the idea underlying the Socialization Law of March 23, 1919, in which the Social 
Democratic government actually undertook to help the process of capitalist consoli- 
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All the important institutional seeds of contemporary Germany 
were sown with this final rejection of Manchester. And, among 
these, an almost completely free field for every conceivable type 
of monopoly, quasi-monopoly, or monopoly-oriented device which 
did not clearly militate against the felt needs of the state was per- 
mitted on every side. No important bars were placed against 
combinations in general or in any field. Not until 1923, with the 
passage of the famous law against “the abuse of economic pow- 
er,”’’ was any legislation placed on the statute books which could 
effectively check the more obvious abuses of collusive action on 
the part of the cartels. In the main the state put a premium on 
fusion, organization, compacts, agreements, communities of in- 
terest. If at any point the state stepped into the picture, it was 
primarily to protect one collusively organized section of the busi- 
ness world against the overwhelming power of another collusively 
organized section or to act as an ally, a promoter, a guardian, or a 


dation along (see, in particular, Elisabeth Schalldach, Rationalisierungsmassnahmen 
der Nachinflationszeit im Urteil der deutschen freien Gewerkschaften (Jena, 1930], and 
Fritz Tarnow, Warum Arm Sein? [undated)). 

6 E.g., (a) Autarkie: employing rationalized techniques in manipulation of pro- 
tective tariff schedules, special shipping subsidies, and export bounties; promoting 
the idea of self-sufficiency in foodstuffs and industrial raw materials—‘‘Buy Ger- 
man.” (6) The concept of Grossraumwirtschaft, coupled to Lebensraum, or that of a 
balanced imperial system having complementary and adequate raw materials, 
industrial and financial resources, population homogeneity in power relation to 
“inferior” and “colonial” subject populations, and cultural unity. (c) A social 
system of graded hierarchy and worth, led by the cultural élite (Treitschke, Nie- 
tzsche, Houston Stewart Chamberlain), which is the predecessor to the idea of the 
Standestaat (see, e.g., R.W.Darre, leader of the National Food Estate (Reichsnihr- 
stand), Neuadel aus Blut und Boden, or Andreas Pfenning, ‘Das Eliten-Problem in 
seiner Bedeutung fiir den Kulturbereich der Wirtschaft,” Zeitschrift fiir die gesamte 
Staatswissenschaft, Vol. XCIX, No. 4 [1939]). (d) An internal “harmony”’ of all 
interests and classes, in which the concessions of Bismarck to the trade-unions are as 
father to the conceptions which underlie the Nazi Labor Front. (e) An exclusion of 
influences—secular or ecclesiastical—which detract from such internal unity, in 
which Bismarck’s Kuliurkampf serves as prototype for persecutions of “‘alien” Jew- 
ish and Catholic influences. (f) The complementary external face to internal unity 
and harmony is “totalitarianism” in war and peace—“‘totalitarian war,” tracing 
back to the military theorists of the early nineteenth century, von Scharnhorst and 
others, and “‘totalitarian” peace, in which warfare turns on economic axes and calls 
for full mobilizing of economic resources in the service of dynastic ends. 


7 See, in particular, the elaborate and finely detailed summary of the attorney, 
Rudolf Callman, Das deutsche Kartelirecht (Berlin, 1934). 
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partner of some particular type of central economic-control ap- 


paratus. 
The result has been a proliferation of business collusive and 


organizational activity without parallel in modern times. A few 
data will illustrate the point and show how far concentration of 
control had gone by the time the Nazis took over. 


A. COMBINATIONS AND MONOPOLY GROUPINGS® 


Coal.—(a) Ten companies produced 68.98 per cent of total output and 
employed 67.88 per cent of all labor; three companies produced 37.93 per 
cent of total output and employed 37.22 per cent of all labor. (6) Under law 
the coal industry was divided into ten producing districts, each of which was 
governed by a special coal syndicate and made subordinate to a national coal 
association.® 

Steel and iron.—(a) Three concerns produced 68.8 per cent of all pig iron; 
one concern produced 50 per cent of all pig iron; four concerns produced 68.3 
per cent of all crude steel; one concern produced 43 per cent of all crude 
steel.*° (b) One concern, the United Steel Works, held the following steel- 
cartel (percentage) quotas: pig iron, 38.445; crude steel, 38.298; “‘A”-prod- 
ucts, 40.023; bar iron, 30.724; band iron, inland and foreign, 38.955; thick 
sheet, 39.742; rolled wire, 29.161; wire, 22.224; pipe, 50.613. 

Electrotechnical (manufacture of electrical machinery and goods).—1.9 per 
cent of all firms employed 66.1 per cent of all persons. Two firms—A.E.G. 


8 All data, unless otherwise indicated, are given as of the last more or less “‘pros- 
perous” year, 1929, and taken from various sources, principally various reports of 
the Enquéte Ausschuss as summarized in Robert A. Brady, The Rationalization M ove- 
ment in German Indusiry (Berkeley, 1933). Even such data serve only as indication 
of a general movement, which it is next to impossible to summarize in simplified 
terms. As Hermann Levy has well said, ‘The industrial organization represented by 
cartels and trusts can hardly be elucidated by statistics” (Industrial Germany: A 
Study of Its Monopoly Organizations and Their Control by the State (Cambridge, 
England, 1935)). 

* The second largest of these three companies was owned by the Prussian state. 
It produced 8.15 per cent of the total output, employed 6.72 per cent of the labor, 
and owned 17.21 per cent of the known coal reserves. The forced “‘cartels” or coal 
syndicates included three governing the lignite industry. Later a Gaskokssyndikat 
was organized and attached thereto. Under the law, private industry, modified only 
by the interest of the Prussian fiskus as owner and mine operator, regulated itself 
with a semblance of quasi-legal authority to enforce its decisions—the Social Demo- 
cratic version of what came subsequently to be known as the principle of “self- 
management” (Selbstverwaltung) in business. 

0 This one concern, the Vereinigte Stahlwerke, was likewise a heavy producer of 
machinery, the largest producer of coal, the largest participant in Ruhrgas—largest 
long-distance gas-supply system in Germany—and extensive producer of power, 
chemicals, fertilizer, etc. 
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and Siemens-Halske-Siemens-Schuckert—completely dominated both 
“heavy” and “light” current fields. 

Electric power—‘‘Two thirds of the current production and delivery of all 
German public electrical enterprises [concerns producing power for sale to 
third parties] are concentrated in the hands of seven concerns.” Two com- 
panies delivered over 40 per cent of the total power consumed in 1929-30." 

Chemicals—One company, the vast I.G. Farbenindustrie A.G., owned 
35 per cent of all invested capital and employed over one-third of all em- 
ployees.” 

Potash.—A closed syndicate (“forced cartel’’) governed the entire in- 
dustry, as in coal. Four of the leading nine concerns were organized in the 
Kaliblock, controlling about 77 per cent of the industry’s quotas." 

Shipping.—Two companies, the Hamburg-Amerika and the North Ger- 
man Lloyd, almost completely dominated all overseas shipping." 


B. INDUSTRIAL CARTELS 


According to estimates made by different experts, there were 
four cartels in Germany in 1865. Thereafter they showed the fol- 
lowing spectacular growth in numbers: 1875, 8; 1887, 70; 189¢, 
117} 1900, 300; 1911, 600; 1922, 1,000; 1925, 1,500;"5 1930, 2,100."° 
According to data collected by the Cartel Bureau of the National 
Federation of German Industry for the year 1926, there were 


*t These two largest concerns were known as “mixed enterprises,” being owned 
jointly by private interests, the Reich, and various state and local city and com- 
munal groups. Both of them, in turn, were tied in with coal, lignite, gas-producing, 
and other groups. 

2 These percentages greatly underestimate the relative importance of the I.G. 
at that time. Including partially or completely owned and controlled subsidiaries, 
its relative size was pretty close to twice that of the figures given. It has since grown 
relatively much more important in the whole structure of the Nazi economic system. 

8 The balance were, for all practical purposes, similarly organized. Control was 
so complete that prices, production, plant capacity, markets, conditions and terms 
of delivery, patents, etc., could be, and at times actually were, controlled lock, ‘stock, 
and barrel. 

*4 Before the Nazis came into power, these two were fused in a community of 
interest which had become, for all practical purposes, as rigid as formal amalgama- 
tion. To the above figures might be added data on banking (where control was cen- 
tralized in the four ‘“‘D’’ banks), forwarding (particularly in Berlin and Hamburg), 
department- and retail-store trade (Karstadt’s, Leonard Tietz, Wertheim), etc. 

*S An official government estimate for 1925 placed the figure at 2,500, but it ap- 
pears to have included many nonindustrial cartels and cartel-like organizations 
(see Horst Wagenfiihr, Kartelle in Deutschland [Niirnberg, 1931], p. xiii). 

6 Ibid. The estimate excludes “cartels and cartel-like organizations in agricul- 
ture, banking, exchanges, transportation, insurance, and the free professions.” 
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1,543 cartels, to which its various subsidiary special-trade and 
industry groups belonged, distributed as follows:*’ 


30 


10 
Glass industries 
Machine industry Chemical industries.......... 
Iron, steam boiler, and appa- Oil and fats 
48 
Railway-car construction I 
Motor vehicles and wheels... . 8 Clothing 
Iron and steel ware 234 Brewing, malting, and milling 
Electric manufacturing, fine Sugar and foodstuffs 
mechanical equipment, and Food and luxury 
56 Shipping and forwarding 
78 
44 
46 


C. TRADE ASSOCIATION, FEDERATIONS, AND 
BUSINESS CO-ORDINATING GROUPS 


So numerous and so varied in details of organization and func- 
tions are the pre-Nazi trade and industrial associations that statis- 


tical summary is next to impossible. Some idea of the level of de- 
velopment may be had by reference to the membership rolls of the 
Central Committee of German Employers’ Associations. This 
body was made up of central industry, trade, and financial associ- 
ations, organized on a national, regional, and local basis. Count- 
ing all these together, there were 2,272 associations joined togeth- 
er in 14 central business associations,™* in turn divided into 8 


17 Ibid., p. xiv. 

8 Respectively, the National Committee of German Agriculture, National 
Federation of German Industry, Federation of German Employers’ Associations, 
National Association of German Handicrafts, National Association of German 
Transportation, Employers’ Association for the German Newspaper Industry, 
Hansa League for Trade, Commerce, and Industry, Central Federation of German 
Retail Trade, National Association of German Wholesale and Overseas Trade, 
League of Wholesale Employers’ Associations, National Association of Bank Man- 
agements, Central Association of German Bank and Banking Trades, National As- 
sociation of Private Insurance, Employers’ Association of German Insurance Enter- 
prises. 
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groups.’"® Even this listing is incomplete, and the web of business 
organization not included under the Central Committee seems at 
some points to have been very extensive.” 

It is equally impossible to summarize neatly (1) the limits of 
power within, among, or between monopoly or semimonopoly 
groupings; (2) the degree to which the various trades and employ- 
ers’ associations were able to centralize and enforce policy deci- 
sions; (3) the areas in which a large measure of “free competition” 
was still to be found; or (4) the exact nature of governmental con- 
trol, regulation, or participation—federal, state, or local—in any 
of these fields or through any of this organizational machinery. 
One is safe in concluding only that in general the centralizing 
trends were uniform, unbroken, mutually reinforcing, and addi- 
tive. Cumulatively they promoted monopoly power and central- 
ized policy determination and required interleaving of govern- 
mental and business authorities until, by the advent of the Nazis, 
little more than systematization and streamlining were required 
for inauguration of the much-heralded “corporative economy.” 


Il. EVOLUTION OF THE NATIONAL FEDERATION OF GERMAN 
INDUSTRY (REICHSVERBAND DER DEUTSCHEN 
INDUSTRIE—R.D.I.) 


As pointed out above, the National Federation of German In- 
dustry was organized in 1919 as a fusion of two earlier bodies— 
the Central Association of German Industrialists and the Indus- 
trial Alliance—representing, respectively, the heavy and the light 
manufacturing industries. The former was established in 1876,” 
and the latter in 1895. The history of these two organizations is 
marked by partial conflict, absorbing at times the bulk of associa- 
tional energy, and by occasional co-operation. Though represent- 


9 Respectively, agriculture, industry, handicrafts, transportation, miscellaneous, 
commerce, banking, and insurance. 

*° For a list of associations not affiliated directly or indirectly with the Central 
Committee see Wagenfiihr, of. cit., p. 1, n. 1. 

** Handwirterbuch der Staatswissenschaften, vierte Auflage (1923-28), VIII, 502. 
This date checks likewise with data given out by the Reichsverband der deutschen 
Industrie. Wagenfiihr, however, fails in his extraordinarily comprehensive com- 
pendium to mention this date at all. 
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ing divergent interests at many points, their respective histories 
brought them into increasingly closer contact with each other. 
Preliminary attempts at partial or complete fusion before the 
World War made but little headway.” The exigencies of war 
economy brought them formally together for the first time (1914) 
in the War Committee of German Industry. In 1918 this gave 
way to the German Industrial Council, which was in turn super- 
seded by the National Federation of German Industry. 

The Central Association of German Industrialists represented 
the first enduring coagulation of any large bloc of industrial inter- 
ests in Germany. Excepting only the short-lived Central Associa- 
tion of German Industrialists (Centralverband deutschen Indus- 
trieller), organized in 1856, there had been, prior to 1876, no 
grouping which could be said to represent any considerable bloc 
of raw materials and manufacturing interests per se. The Handel- 
stag, or Commercial Diet, founded in 1862 as a central co-ordinat- 
ing institution for some one hundred and sixty chambers of com- 
merce in Germany, was not set up so as to serve the specialized 
needs of any broad line of business activity. This the Central As- 
sociation attempted to do. 

Its origin is commonly attributed to concern over the protective 
tariff. By and large the Association seemed to be in favor of rela- 
tively moderate tariff schedules but at the same time was definite- 
ly opposed to any outright surrender to the Franco-British free- 
trade system.”* This position was strengthened during the decade 
of the seventies by virtue of changed international positions fol- 
lowing the Franco-Prussian War*‘ and the altered domestic situa- 

22 One effort which led to the Inter gemeinschaft der zentralen Industriellen- 
verbinde (“Community of Interests of the Central Industrial Associations”) 
(1906-8) seems to have enjoyed little popularity. 

#3 More or less formally inaugurated with the Anglo-French Treaty of Com- 
merce in 1860. Prussia followed with tariff-lowering, “most-favored-nation” 
treaties negotiated with Italy in 1863, Switzerland in 1864, Norway, the Hanse 
towns, Spain, and the Netherlands in 1865, Austria in 1866, Portugal in 1867. Fol- 
lowing the Austro-Prussian war in 1866, the terms of the tariff agreement between 
the two countries were extended to all other countries with whom special agreements 
had already been made. The Bismarck tariff represented a complete reversal of this 
trend. 


*4 The phenomenal recovery of French industry following the War of 1870 and 
the payments of reparations to the Germans was paralleled by a correspondingly 
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tion resulting from the great world-wide depression of 1873 and 
the subsequent beginning of a long period of price decline in 
world price levels. 

How important a role was played by the Central Association in 
the inauguration of the new protective policies ushered in by the 
Bismarck tariff of 1879 is a matter of dispute. But at any rate the 
Association’s principal interest seems at the very outset to have 
centered primarily in various forms of protective-tariff legisla- 
tion. From tariffs the outlook seems quickly to have expanded to 
include legislation touching upon a steadily widening range of 
economic problems. 

These activities quickly brought the Central Association into 
conflict with other interests. It was accused of promoting the wel- 
fare of the heavy—apparently quite largely raw materials—indus- 
tries to the disadvantage of the finished-goods field. Despite em- 
phatic denials the Central Association was soon faced with the 
organization of a rival interest in the form of the Central Bureau 
for the Preparation of Trade Agreements (Zentralstelle fiir Vorbe- 
reitung von Handelsvertrigen), established with headquarters in 
Berlin in 1879. This association seems to have met with but in- 
different success and thus to have been superseded entirely in 
1895 by the much more comprehensive and better-organized In- 
dustrial Alliance (Bund der Industriellen). 

The purpose of the Industrial Alliance appears to have been 
twofold. On the one hand, it was to represent the interests of the 
finished-goods industries, more or less neglected, if not openly 
opposed, by the Central Association. On the other hand, it was 
apparently hoped that co-operative relationships could readily be 
established between the two organizations on behalf of common 
industrial interests.*5 Some, at least, expected either that the Al- 
liance would absorb the Central Association or that the two would 
at some time in the future be fused into a single body. 


sharp setback, assuming almost catastrophic proportions, within the course of the 
next three years in Germany. 

#8 “‘The Bund was organized in 1895 as the result of a demand for an organization 
representing the interests of manufacturers of finished products, and also ‘because 
it seemed desirable to find a liberal and general basis for the joint representation of 
commerce and industry as a counterpoise to the Agricultural Alliance’ ” (American 
Industries, February 15, 1903, P- 3)- 
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Whatever the founders’ expectations, the Industrial Alliance, 
thanks to a comprehensive membership basis,” low dues, and 
vigorous leadership, quickly became the leading industrial organi- 
zation in Germany. Dedicated to “protection of the common in- 
terests of German industry as well as co-operation in all questions 
affecting it,”’ the Alliance proceeded to the formation of legisla- 
tive pressure blocs and the promotion of a comprehensive member- 
service supplemented by a general public relations propaganda 
campaign.”’ 

Friction with the Central Association of German Industrialists 
led to many fruitless attempts to achieve a “united front.’’ The 
exigencies of war compelled what the efforts of peacetime could 
not achieve. As indicated above, the first real united industrial 
front came with the establishment of the governmentally regu- 
lated war Committee of German Industry. Further experience 
with the German Industrial Council paved the way for eventual 
union, achieved immediately following the revolutionary inter- 
lude,”* in the establishment of the National Federation of German 


Industry. 
The new organization swiftly grew to a position of commanding 


%6 The following could be members: manufacturing concerns in any field, inde- 
pendent engineers and chemists, industrial associations, leagues and federations. A 
special category of ‘‘extraordinary members” needed only to have German residence. 

27 As an American observer reported, “an indication of the scope of the organiza- 
tion” interests and member service can be had from a sample collection of papers 
printed in a “‘recent issue’ (1903) of the organ Hand in Hand: “Extracts of 
Papers on Taxation in Saxony in Relation to Industry’’; “Importance of Turkey to 
Export Trade”’; ‘“The New Tariff in the German Parliament”’; “‘Proposed Introduc- 
tion of the Cheque System in Germany”; ‘‘Protective Committee of the German 
Manufacturers against the American Tobacco Trust”; “Emile Zola, the Social 
Prophet”; ‘‘Report on the Diisseldorf Exhibition’’; ““The Siberian Railway.” ‘‘Ad- 
dresses of manufacturers and reports of local meetings of affiliated societies take up 
considerable space. Under the head ‘Export Enquiries Received by the Bund’ are 
communications on the following subjects: ‘Outlets for Bicycles in Johannesburg,’ 
‘Brewing, Spinning and Weaving in Colombia,’ ‘Meat Refrigeration in Argentina,’ 
‘Outlet for Soda Ash in China,’ ‘Agricultural Machines in Argentina,’ ‘Shares of 
Oil Companies in Beaumont, Texas,’ ‘Comparative Cost of Making Cotton Goods 
in Northern and Southern States of America,’ and ‘The Discovery of Copper in 
Rhodesia’ ”’ (American Industries). 

28 During the revolutionary interlude a preliminary form of what under the 
Nazis became the Labor Front was evolved, known as the ‘‘Works Committee of 
Industrial Employers and Employees of Germany.” 
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importance in the organizational fabric of German industry. The 
Federation brought together “445 national, 58 regional, and 70 
local associations, 1,363 individual members, and 70 Chambers of 
Industry and Commerce.’’*? Via such memberships, cartel affilia- 
tions increased from some 300 around 1922 to better than 1,500 
during the middle twenties. As organized in 1931, members of the 
Federation were divided into 19 divisions, subdivided into 32 
functional groups (Fachgruppen), which in turn were made up of 
889 national, regional, and local trade associations and chambers 
of commerce and industry.*° 
Spectacular as the growth indicated by such figures may ap- 

pear, they fail to give any clear idea of how comprehensive and 
all inclusive this organizational meshwork had become by the 
early thirties. A couple of illustrations will suffice. Group 10 of 
the Federation of German Industry is designated “‘Machine- 
building.”’ It included the following organizations: 

Federation of German Machine-building Associations 

Federation of German Machine-Tool Manufacturers 

German Cutting and Stamping Machinery Association 

Federation of German Woodworking Machine Manufacturers 

Association of Textiles Machine Makers 

Federation of German Agricultural Machine Industries 

German Locomotive Alliance 

Federation of German Steam-driven Machine Producers 

Federation of Pump and Pump-Machinery Makers 

Special Federation of Gauge and Auxiliary Machinery 

Federation of Elevator Makers 

Association of German Railway-Car Builders 

Paper-making Machinery Federation 

Association of German Printing Machinery Producers 

Brewery Machinery Association 

Federation of German Milling Machinery Makers 

Association of Crusher and Dressing Mill Machinery Producers 

Association of German Armature Industries 

Federation of German Appliance-making Industries 

Seventy-six additional associations 


29 Wagenfiihr, of. cit., p. 2. 

3° Jahrbuch der Berufsverbinde im deutschen Reiche (Statistisches Reichsamt, 
1930), pp. 46-48. 

# Ibid., p. 47. 
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Largest and most important of these is the Federation of Ger- 
man Machine-building Associations (Verein deutscher Machinen- 
bau Anstalten—V.D.M.A.). Not only is it the largest, but it is in 
turn a central association of the machine-building industry which 
includes both the bulk of all firms producing machinery in Ger- 
many and most of the other associations in the machine-producing 
field, such as those listed above. Founded in 1892 with 29 con- 
cerns employing 13,000 workers, by 1930 it included some 1,424 
firms, employing 359,000 workers. If one adds to those the mem- 
bers belonging to some 81 affiliated special-trade associations, the 
V.D.M.A. in that year represented 2,150 firms employing 450,000 
workers, or around 80 per cent of all producers of machinery in 
Germany.” 

The V.D.M.A. in turn divided its members into 13 “functional 
or trade groups” (Fachverbiinde), each made up of one or more 
“special” or trade associations.** The central office of the 
V.D.M.A. served in three distinct capacities. (1) As organizer, it 
set as its task “promotion of the organic federation of German in- 
dustry in special associations of individual trades and groups of 
trades.” (2) The performance of a wide range of service functions 
on behalf of membership which ranged from such things as the 
supply of routine information and the setting-up of uniform cost- 
accounting methods, on the one hand, to promotion of cartels and 
the exercise of political pressure, on the other.*4 (3) The working- 

3? Exclusive of repair shops and firms having less than twenty-five workers 
(Wagenfiihr, of. cit., p. 113). 

33 Ibid. 

34 According to Wagenfiihr (p. 115), the work of the central office is divided as 
follows: (1) special problems of economic science, cartel problems, publications, 
editorship of the economic sections of the journal Machinenbau: (2) trade agree- 
ments, tariff relations with foreign markets and competitive conditions abroad; (3) 
German import tariffs: (¢) general questions and raw-materials duties, (b) duties 
on machinery; (4) raw-materials supply for the machine industry; (5) problems of 
transportation; (6) taxes, special imposts, the Young Plan; (7) banking and credit 
problems, conditions of payment, questions of the internal market; (8) legal ques- 
tions, delivery terms, protection of legal rights; (9a) exhibitions and fairs (General 
Machine and Appliance Making [GmbH] in Leipzig), advertising, (6) information 
on sources of customer demand, V.D.M.A. address book; (10) technical-economic 


questions (inclusive of information on work materials, accident prevention, stand- 
ards, professional training); (11) cost accounting and book-balancing, economical 
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out of special agreements and liaison activities with other similar- 
ly organized industries.* 

The special or trade groups joined to the V.D.M.A. were or- 
ganized along lines similar to the parent or central association. 
Through this machinery there was created a vast, inclusive, and 
tremendously efficient apparatus for centralizing information re- 
lating to every facet of technical, commercial, and political ques- 
tions of every member directly or indirectly associated with the 
V.D.M.A. In many respects members were free to accept or re- 
ject any portion of the services or the advice given on most points 
where interests were joined. But the history of the organization 
likewise shows that to an increasing extent agreements were lead- 
ing to legally enforcible compacts (cartels and the type of the Avi- 
Abkommen) at the same time that the roots of the network were 
reaching down through the entire structure of the industry. 

While the V.D.M.A. is not directly typical of more than the 
better organized of the member-groups of the National Federa- 
tion, still the basic trends exemplified in its history are coherent 
with those shaping the organizational patterns of the less well- 
co-ordinated industries. And the speed with which the network 
was reaching downward from the large industries to the small and 
outward to include issues affecting the entire range of doing busi- 
ness was truly phenomenal. 

A second illustration relates to the functional division of labor 
between the Federation of German Industry and its sister-organi- 
zation, the Federation of German Employers’ Associations (Ver- 
einingung der deutschen Arbeitgeberverbinde), one of the mem- 
ber-groups of the Central Committee of German Employers’ As- 
sociation mentioned above. But, while the latter organization was 


conduct of business, specialization; (12) insurance questions, insurance office of 
the machine industry; (13) organization of the machine industry, in particular the 
establishment of special-trade associations; (14) statistics. 


35 These include special agreements with the iron-producing industry, the cast- 
iron-consuming association, the electrotechnical industry, etc. Especially inter- 
esting is the so-called Avi-Abkommen, or Avi-agreement, concluded with the steel 
industry, calling for special reductions in the price of steel going into machinery in- 
tended for export. 
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a loose, more or less paper proposition, the Federation of German 
Employers’ Associations was a compact, well-organized body tied 
in directly with the membership of the National Federation of 
German Industry, made up almost entirely of manufacturing en- 
terprises belonging to the R.D.I., fully conscious of the role as- 
signed it and fully prepared to co-operate with the R.D.I. to the 
full of its ability. 

First organized in 1913, as a federation of some 61 national em- 
ployers’ associations, possessing some 249 subsidiary (mostly re- 
gional and local) associations, it grew by 1929 to include 180 main 
or national employers’ associations (Hauptverbinde) having 2,900 
subsidiary associations. By this time the division of labor with 
the R.D.I. was fairly clear cut and complete, the employers’ as- 
sociation taking care of all labor issues and the R.D.I. of all more 
or less strictly economic and commercial problems. Each in its 
appropriate sphere constituted a well-nigh all-inclusive body in 
the industrial life of Germany as a whole. But, while functionally 
separated, the two bodies appear to have worked in the closest 
harmony with each other. Policy direction, however, rested with 
the R.D.I. Though made up of the same basic membership ranks, 
crucial decisions affecting both bodies naturally gravitated into 
the hands of the R.D.I. for the simple reason that specifically 
business interests determined the position on labor, social issues, 
and the law, and not vice versa. 

The influence of the R.D.I. dominated in most of the leading 
municipal and regional chambers of commerce and industry; its 
officers swayed the whole of the elaborate machinery set up for the 
purpose of rationalizing industrial and commercial processes un- 
der the auspices of the National Board for Economy and Eff- 
ciency (Reichskuratorium fiir Wirtschaftlichkeit) ;*° and its in- 
fluence cumulatively permeated the rapidly expanding system of 
semigovernmental corporations, control boards, and advisory 


36 This is true even though the National Board was supported by direct govern- 
mental subsidies. Subsidiary to it were the National Board for Agricultural Tech- 
nique, the German Standards Committee, the National Committee for Conditions 
and Terms of Delivery, the Committee for Economical Production, the Committee 
for Economical Management. All these, in turn, were central, co-ordinating bodies 
for all activities falling into their respective bailiwicks in the entire Reich. 
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offices established during the Social Democratic interlude. It was 
this system which under the Nazi regime was made over into the 
still more highly centralized National Industry Group. 


III. THE NATIONAL INDUSTRY GROUP 
(REICHSGRUPPE INDUSTRIE) 

The enabling law for the preparation of the organic reconstruc- 
tion of Germany’s economic system (February 27, 1934) was de- 
signed to “‘serve the purpose of eliminating the excessive organiza- 
tion of German business hitherto prevailing, with its resulting in- 
activity, as well as the obstruction and disturbances caused by the 
rivalry of individual organizations. It is planned to carry out a 
comprehensive, strict, and uniform organization of all parts of in- 
dustry.’’’? In effect, the law cleared the way for the following: 
(1) extension of the organizational network to include all business, 
major and minor, throughout the entire Reich, membership now 
being made compulsory; (2) elimination of duplication, overlap- 
ping, and working at cross-purposes within the main lines of pol- 
icy formulation and control; (3) vesting power to compel some de- 
gree of compliance in semiautonomous “‘self-governing’’ bodies 
possessing at least semilegal authority. 

Under the new arrangement the National Federation of Ger- 
man Industry became, like the National Industry Group, one of 
six national groups** dovetailed into the National Economic 
Chamber and placed directly under the National Economic Min- 
ister. The transformation did not mean that all the old machinery 
was necessarily scrapped. For example, none of the leading na- 
tional, regional, or local trade associations or central associations 
such as the V.D.M.A. were abolished.*® They might remain much 

37 News in Brief, 11, No. 5 (March 15, 1934), 2. 

38 The others were commerce, banking, insurance, handicrafts, and power. 
Excepting only power, these groups parallel the appropriate divisions of the Central 
Committee of German Employers’ Associations, the only previously existing cen- 
tral body for co-ordinating policy for all German economic activity (see Robert A. 
Brady, The Spirit and Structure of German Fascism [New York, 1937], pp. 296-311). 

39 Whether or not this generalization can include the Nationa] Federation of 
German industry itself I have been unable to determine. Competent authorities 


seem uncertain, and, though it seems a point simple to check, I have thus far been 
unable to do so. 
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as before as group-pressure agencies, but with this provision, that 
all firms in each respective industry—member of the trade associ- 
ation or not—must belong to the appropriate division or sub- 
division of one of the national groups. Contrariwise, all the func- 
tionally separated employers’ associations were liquidated simul- 
taneously with the dissolution of the trade-unions, and the two 
sets of interests fused together in the National Labor Front. The 
groups—as with their predecessor bodies—were left with strictly 
business and technical problems on their hands. 

Just how the National Industry Group has been fitted into the 
new control structure can be seen with reference to Chart I 
(p. 80). At the top is the National Economic Chamber, “‘organ- 
ized along two main lines, functional and regional.” The first is a 
purely vertical division, including all enterprises and business as- 
sociations falling into any trade or industrial group. There are 
six of these altogether—each of the national groups is in turn sub- 
divided into, first, economic, and then into functional groups. In 
the single case of the National Industry Group there is an inter- 
mediate step between the economic and the national groups, 
known as “‘main groups.’’° 

Taking all the national groups together, we find a total of 43 
economic groups, 393 functional groups, and 6 independent groups. 
The overwhelming importance of the National Industry Group in 
this arrangement is shown by the fact that 28 in the first and 222 
in the second of the group classifications fell into its bailiwick. 

The regional organization brings all groups—national, trade, or 
“functional’’—tresident in each of fourteen provinces into 18 
provincial economic chambers.“ Each of these regional chambers 

« Brady, The Spirit and Structure of German Fascism, p. 300. There are seven of 
these main groups: (1) mining, iron, and other metal-ore production; (2) machine- 
building, technical, optical, and fine mechanical industries; (3) iron, plate, and metal 
wares; (4) stone and earth, wood, building, glass, and ceramics industries; (5) chem- 
icals, technical oils and fats, paper and papermaking; (6) leather, textiles, and cloth- 
ing; (7) food-products industries. 


# These are as follows: 
Economic Province Headquarters of Chamber Economic Province Headquarters of Chamber 


East Prussia......... KSnigsberg Rhineland........... Col ; 

Rain tinge icie Breslau ene n had tained Fr ort-am-Main 

Brandenburg. ....... Berlin Central Germany. . . . Magdeburg and Weimar 
ES aitiiaate Stettin Saxony............. Dresden 





burg varia Munich 
Lower Saxony... .... Bremen and Hanover Southwest Germany . . Karisrithe and Stuttgart 
estphalia and Saar - Saarbriicken 
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possesses powers within its province exactly parallel with those of 
the National Economic Chamber. The same holds for the regional 
divisions of the several classes of groups in relation to their re- 
spective national organizations. 

Avoiding further detail as far as possible, the picture presented 
by the new realignment of German economic organization can be 
summarized as follows: (1) The old trade associations, business 
federations, alliances, etc.—excepting that in some cases only the 
peak or central associations (Spitzenverbinde) function much as 
before. Membership is voluntary. The trade association may 
properly be regarded as a policy-initiating or policy-promoting 
body. (2) Much as under the American N.R.A. when trade as- 
sociations were in large part transformed into Code authorities 
without losing their independent status, so the German business 
associations are organized into groups. Membership in the appro- 
priate group, however, is compulsory for both members and non- 
members of trade associations. The group does not possess man- 
datory powers. It may be described as a policy-discussion and 
policy-co-ordinating organization. (3) The group arrangement 
represents a minor alteration in the pre-existing system of groups 
or divisions of the various national and central co-ordinating 
machinery (Spitzenverbinde), of which the National Federation 
of German Industry was typical. (4) Cartels formerly attached 
directly or indirectly to the National Federation of German Indus- 
try are now attached to the National Group Industry. The same 
holds for cartels in fields of business brought into the other co-ordi- 
nate groups of commerce, banking, etc. (5) Specifically employer 
interests, formerly functionally separated from business prob- 
lems, are kept separate under the new arrangement but are sub- 
ordinated to a quite different type of organization—the Labor 
Front. (6) In both the National Economic Chamber and in the 
various provincial economic chambers are vested power to make 
decisions in accordance with various types of enabling legislation. 
This power is derived from the Minister of Economics (Reichs- 
wirtschaftsminister) and is at least semilegal in effect. This 
hierarchy then provides the policy-enforcing or policy-executing 
machinery of German business. 
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IV. THE CENTRALIZATION OF POWER TO DETERMINE POLICY 
WITHIN THE NEW NETWORK 

It may be observed at the outset that the leitmotif of the Nazi 
organizational plan is complete centralization of power to deter- 
mine policy in all cases, with respect to all activities and with re- 
gard to all phases or aspects of policy. This complete antithesis 
of democratic organization is commonly called “Fascist totalitar- 
ianism’”’ and is said to rest upon three basic principles: The leader 
principle, the authority principle, and the total principle. In 
effect these mean simply that all society, all occupations, all busi- 
nesses, are organized into all-inclusive hierarchies of control and 
governed by methods which mean that (a) all officers are appoint- 
ed from above and hold tenure at the discretion of each superior 
office in the hierarchy; (0) all duties and all responsibilities are 
set from above; and (c) each superior authority reserves the right 
at will to extend control to every phase and facet of the activities 
of each inferior body or grouping. 

What this means to the economic organization of the country 
in practice may be readily shown. (1) The corporative form of 
business organization has increased rather than decreased in rela- 
tive importance. Satisfactory data are sadly lacking, yet all the 
available evidence points in this direction. In the German “‘cor- 
porate state” the managerial cell form is to be the business cor- 
poration. 

2. Within the corporation Nazi alterations have immensely 
enhanced the power of the management as against (a) labor, (0) 
stockholders, and (c) the general public. (@) Within factory walls 
the manager or his delegate is recognized by ‘aw to be the “leader” 
and the employees to be his “followers.’’ His formal power ranges 
over all activities of and all relations with labor on the job.** (0) 

42 Thus all labor issues are centralized in the Labor Front, all business in the 
National Economic Chamber, all agriculture in the National Food Estate, all cul- 
tural activities in the National Chamber of Culture, all provincial government in 
the Reich, all local government in the Communal Thing (Gemeindetag), all execu- 
tive, legislative, and judicial authority in the Fiihrer, etc. 

«8 Subject only to the superior competent authority of the labor trustees, the 


employer under law has the right and the power to determine (1) hours, rest pauses, 
etc., (2) time, amounts, and nature of payment, (3) basis of calculation—day, 
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The law limiting dividend disbursements to 6 per cent when cou- 
pled to the de facto practice of co-optative recruitment of direc- 
torial and managerial ranks and the de jure “leadership” principle 
in effect transfers the run of the stockholders into a class of 
rentiers, deprived of all power to participate in policy formulation 
on any important issue. (c) And, finally, the new regime encour- 
ages the extension and exercise of cartels and cartel-like controls 
in which there is no effective public representation whatsoever.“ 
Here is the ultima ratio of the process described by Berle and 
Means as the “splitting of the property atom.’ 

3. The big concerns have been encouraged to become bigger. 
Amalgamations, combinations, etc., have been promoted rather 
than retarded in practically all fields. Particularly noteworthy 
is the expansion of such firms as the dye trust (I.G. Farbenin- 
dustrie A.G.), which has become almost a complete monopoly in 
several of the more important heavy and light chemical lines, the 
Krupp armament works, which has taken over much of the giant 
Skoda plants in former Czechoslovakia, and the great new Her- 
mann Goeringwerke, which has taken over the Thyssen interests, 
and leading Austrian iron and steel works. But the same tendency 
is found in shipping, local and river transport,** and many of the 
light industries—notably textiles. 


hourly, or piece—of wages, (4) nature, amount, and method of collection of fines, 
(5) termination of employment (except as limited by statutory rules), and (6) “the 
utilization of remuneration forfeited by the unlawful termination of an employ- 
” 

“That is, no direct representatives of consumers, co-operative organizations, 
workers, or any other affected portion of the public. 

4S De facto, there is next to nothing to distinguish the average German stock- 
holder (that is, the typical small stockholder, unless included for one reason or an- 
other in the small “inside” directorial or managerial circles) under the new regime 
from the typical French rentier class or the holder of German government bonds. 


46 Not only have amalgamations been encouraged within these fields—e.g., the 
formal fusion of the North German Lloyd and the Hamburg-Amerika line—but 
there has also occurred a good deal of intraservice fusion, notably between rail and 
terminal trucking facilities and between river and canal fleets and land transporta- 
tion. An excellent and very compact summary of the concentration movement 
under the Nazi regime is given by Dr. Giinter Keiser, “‘Der jiingste Konzentrations- 
prozess,”” Die Wirtschafiskurve, No. II (1939), pp. 136-56, 214-34; see also Maxine 
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4. Much the same holds for cartels. As Professor Pribram has 
pointed out, despite “repeated official declarations intended to 
discourage the spread of monopolist tendencies—up to the present 
the cartelization movement seems to have held the upper hand 
over any admonitions to the contrary.”*7 Under the new laws 
promulgated early in the Nazi regime the number of cartels, the 
range of policies brought under cartel controls, and the rigidity of 
the controls have all increased markedly. Compulsory features 
have been added in many cases, requiring membership of hither- 
to outside firms, facilitating the establishment of compulsory 
selling syndicates, and greatly expanding control over such 
things as plant capacity, pricing policies, cost-accounting meth- 
ods, etc. 

An appraisal of the speed with which cartel activities have 
grown* is greatly complicated by the practice followed under the 
Nazis of blanketing entire industries with cartel-like controls of 
one sort or another, the specific purposes of which may vary a 
good deal from case to case but which make it next to impossible in 
many instances to tell where cartel policies end and governmental 
controls begin. All cartel price-control measures are, for example, 
under the control of a national price commissioner, who may au- 
thorize the various functional or trade groups of the National 
Economic Chamber to set up price-supervisory offices (Uber- 
wachungsstellen), which are for all practical purposes themselves 
engaged in the exercise of cartel price controls. In a general way 
it may be said that the Nazi government has operated so as to 
universalize cartel-type controls over the whole of the German 
national system in much the same way that Colbert attempted to 


Yaple Sweezy, ‘Distribution of Wealth and Income under the Nazis,” Review of 
Economic Statistics, Vol. XXI, No. 4 (November, 1939). 


47 Karl Pribram, Cartel Problems (Washington: Brookings Institution, 1935), 
pp. 262-63. 


48 E.g.: “According to a report published by the German Institute for Business 
Cycle Research (in its Wochenbericht of December 6, 1933), between July and Novem- 
ber, 1933, about 30 cartels were reorganized, mainly by the inclusion of outsiders; 
and about 40 lines of industry changed from free competition to various systems of 
market control’”’ (ibid.). 
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expand guild controls over the whole of the economic life of the 
ancien régime.*? 

But while some of these measures are designed specifically to 
defend the interests of small business, still in the main the cartels 
may be regarded as “self-governing bodies” which are typically 
dominated by the large concerns.’° Consequently, the expansion 
of the cartel apparatus serves—in contradistinction to the pre- 
Nazi condition in many respects—to enhance the power of the 
great combines by rounding out and supplementing the controls 
which they require for the full instrumentation of their monopolis- 
tic interests, subject to check only by the regulatory power of the 
government. 

5. Correlative with the outward expansion of the business- 
organization network through the groups to include all industrial, 
commercial, and financial activity in the Reich has gone a reshap- 
ing of lines of control into a definite hierarchical pattern which 
gathers together all effective power to determine and enforce de- 
cisions and center them in te upper reaches of the pyramid. 
Within the central offices the following facts determine the typical 


49 ‘Specifically this means legal authority to do a number of things: control in- 
vestment, whether by establishment of new plants or expansion of old; control bor- 
rowing on the market or increase in capital by self-financing; fix prices, quotas, and 
penalties; protect small enterprises, etc. Under these authorities, for example, con- 
struction of new plants was forbidden in the chalk industry. For differing periods 
of time production was limited and new plant construction was forbidden in a 
number of industries. Legal control over prices and of market conditions was ex- 
ercised in a number of cases... . . In the smoking-tobacco industry measures were 
taken to protect small producers by preventing expansion of the large” (Brady, The 
Spirit and Structure of German Fascism, pp. 340-41; see also various issues of News 
in Brief; Heinz Mullenseifen, Von der Kartell politik zur Marktordnung und Preis- 
tiberwachung (Berlin, 1935]; and M arkiordnungsgrundsdize der Reichsgrup pe Industrie. 

se ““The class that has fared the worst [under the Nazis] so far is the middle class— 
officials, small shopkeepers and artisans—who were Hitler’s first enthusiastic fol- 
lowers. .... The shopkeeper, who hoped to get rich from the elimination of Jewish 
competition, has been forced to absorb the difference between increased wholesale 
and fixed retail prices, and small artisans are being crowded to the wall for lack of 
raw materials... .. 34.7 per cent of 375,741 retailers net less than 125 marks a 
month (fifty dollars at official exchange rates), which is considerably less than a 
skilled worker receives. As a result there is a great dying off of independent middle- 
class enterprises. .. . . German industry is undergoing a process of concentration 
which tends to concentrate industrial control into a few mammoth concerns” (New 
York Times, September 3, 1937). 
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location of policy-determining power: (a) the center of gravity in 
the National Economic Chamber unquestionably resides in the 
membership of the National Industry Group; (0) the center of 
gravity in the National Industry Group with equal certainty is 
located in the heavy industries; (c) the heavy industries are led in 
every significant respect by the giant combines. These facts must 
be coupled to the rule that the intent and effect of the changed 
conditions in the general economic system at large is (d) to formal- 
ize and universalize the co-optative principle in the recruiting of 
executive stafis. Keeping in mind, then, that the hierarchical 
principle of organization in Germany (1) identifies, at each point 
of delegation, executive with judicial and legislative powers and 
(2) traces all authority from the top down (all responsibility from 
the bottom up), it will be seen that the net effect is—subject only 
to governmental check*—to locate economic hegemony in the 
closely knit managements of the large combines in the heavy in- 
dustries.53 

6. An exception to the above generalization might appear to 
be found in policies relating to labor and social problems. Yet, 
when it is realized that the Labor Front is substantially a nation- 
wide federation of “company unions,’’ control of social policy will 
not seem so remote as appears to be the case on first glance at the 
separate machinery. Here, likewise, the old pre-Nazi functional 
division of labor within employer ranks has been preserved, and 
the Labor Front is seen as existing in direct line of inheritance 
from plans and programs previously laid out by large-scale em- 
ployers.*4 


s* This can be shown in a number of ways: by reference to leading officers; by 
identity of policies initiated and carried through; by the dominance of the heavy 
industries in rearmament, war, and re-employment programs; etc. 


5? See pp. 93-04, below. 

53 Excepting, in part only, agriculture, transportation, and handicrafts. 

54 One such earlier blueprint for the Labor Front, the “Works Committee of the 
Industrial Employersand Employees of Germany,”’ formed during the revolutionary 
interlude following the war, has already been mentioned. Another, D.I.N.T.A.— 
Deutsches Institut fiir technische Arbeitschulung (“German Institute for Technical 
Education and Training”’)—organized by the steel interests in 1926 as a system of 
vocational education, was driving toward the same end (see Brady, The Rationalisa- 
tion Movement in German Industry, p. 82). 











88 ROBERT A. BRADY 


7. The specific doctrinal content of the propaganda fed out to 
all parties of interest through the mediums available to the new 
control apparatus is in many respects indistinguishable in basic as- 
sumptions, in its view of human nature and society, in its criteria 
of truth and falsehood, in its social valuations, and in its leading 
appeals and arguments from that long characteristic of the “‘wel- 
fare capitalism” of such huge industrial combines as the dye 
trust, Krupp, Siemens and Halske-Siemens-Schuckert, and the 
A.E.G. The main differences are twofold. In the first place, 
propaganda directed to different interest groups—labor, the gen- 
eral public, farmers, etc.—has been integrated, co-ordinated, and 
in large part centralized. And, in the second place, the propa- 
ganda hasbeen generalized to cover the whole of the German busi- 
ness system. 

Thus the Nazis have provided means for achieving the ulti- 
mates in the tendencies underlying the organizational efforts 
which preceded their entrance onto the scene. The pattern of 
control basic to the large-scale business enterprise is here expand- 
ed so as to encompass economic activities and to regiment and di- 
rect all parties of interest throughout the entire country. This 
hierarchical pattern—coupled to the idea of occupationally and 
functionally self-contained, all-inclusive, definitely circumscribed, 
and centrally directed trades and group categories, ranged in a 
graduated order of power, duties, and importance so as to include 
the activities of all Germany—is what constitutes the essence of 
the “corporate state.” 


v. “STATUS CAPITALISM” AND THE STATE 


At no point is there so much confusion and difference of opinion 
with respect to the National Socialist system as in the nature of 
the relationship between the state and capitalistic enterprise. 


ss ** ‘Corporativism’ is chiefly preoccupied with securing a smooth and undis- 
turbed functioning of Capitalism by bringing about, in each branch of industrial 
production, a benevolent harmonization, a renunciation of class-war, between 
owners’ associations and workers’ syndicates” (Aurel Kolnai, The War against the 
West [New York, 1939], p. 325). This is a half-truth which underestimates the im- 
portance of the “‘corporative” idea for other purposes. Needing to be added to 
Kolnai’s statement is the idea of more or less self-contained, employer-controlled, 
hierarchically arranged, occupational categories, which serve for modern industrial- 
ism in much the same way as the medieval guilds did for overtly handicraft societies. 
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Detailed knowledge of the facts in and of themselves does not make 
the picture any easier to summarize. Certainly, a great deal of 
capitalistic enterprise has been and is being liquidated in whole or 
in part. Many of the more important entrepreneurial activities 
and powers have been curtailed or eliminated entirely. Many 
fields of economic activity have been pre-empted by the govern- 
ment entirely, and the network of controls emanating from the 
leading offices of the state reaches into every nook and cranny of 
the nation’s economic life. 

Three additional developments make the picture doubly diffi- 
cult to interpret properly. First, the Nazi propaganda itself is 
ostensibly, and in many respects emphatically, anticapitalistic. 
The Nazis claim, in fact, to have abolished capitalism entirely and 
to have established in its place a pre-Romanic system in which 
property rights held in fee simple are transmuted into the fixed 
family inheritance and where the content and quality of inherit- 
ance rights are (ultimately) fixed by the state to correspond with 
a hierarchically arranged system of social or class gradations—in 
turn founded upon occupational differentiations as determined by 
biosocial inheritance factors. This idea they refer to as the Stdnd- 
estaat—iiterally, a “state of estates,” or of classes or social-eco- 
nomic castes. 

Second—and perhaps most important—the infiltration of con- 
trols exercised from central headquarters, state or private, effects 
a metamorphosis in the very nature of the problems at stake. 
Problems of monopoly controls, becoming politicized incidental 
to the wielding of coercive authority, are necessarily handled with 
a view to many other factors than mere price and marketing ad- 
vantage. Only the historically untutored or politically and philo- 
sophically naive could suppose that the power phase of co-ordi- 
nated monopoly controls would be handled in terms of “duopoly,”’ 
“oligopoly,” “imperfect competition,” and the like.s7 The proper 

% See, e.g., Kolnai’s discussion of the writings of Hans Bliiher, Houston Stewart 
Chamberlain, Nietzsche, and others (0. cit., particularly chaps. i, ii, iii, vii, and 
viii). 

57 Economic theorists have in recent years committed the fatal error of supposing 
that the simple hedonism and the circumspect marginalism of competitive equi- 
librium analysis could be transposed or merely modified by monopoly forms. The 
maximizing of profits rests increasingly on entirely different influences, powers, and 
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terms of reference are those associated with what Weber refers to 
as Burokratie, Patrimonialismus, Patriarchalismus, and Feudal- 
ismus.** 

And, finally, the outbreak of the second World War has placed 
Goering’s much-publicized second Four-Year Plan (Vierjahres- 
plan) in the limelight, seeming thereby to call for recalculation of 
all the variable factors in an already overly confused picture. This 
complication is doubly baffling for the simple reason that it is so 
very difficult to learn much about the Four-Year Plan—or, in- 
deed, to learn whether there is even the substance of a real plan 
at all. 

Without entering very far into the issues involved at this point, 
it is possible to clarify the picture—even in the absence of much- 
needed evidence at points—by recalling to the reader’s mind that 
the Nazi. state is made up not of one single central controlling 
bureaucracy but of at least four such bureaucracies. These are, 
respectively, the civil service, the army, the party, and the eco- 
nomic controls. While differing from one another in points of 
view and interest in many places, these four bureaucracies are not 
separate and independent under the Nazis but are interlaced and 
interdependent. Civil and criminal law and the whole of the legis- 
lative, executive, judicial, and administrative machinery of the 
Third Reich have been centralized, unified,5? and brought into 
line with the basic hierarchical structure of the Stdéndestaat. Into 
this fabric has been introduced the Nazi party bureaucracy, it 
being at present almost impossible to determine where one begins 
and the other ends.® The Nazification of the army, following the 


factors than those they assume. And even such objectives may be so fundamentally 
altered with accretions to power and by compromise with other desiderata of con- 
trol as to be almost entirely incompatible with the presumptive model behavior 
these authors assume for their genus homo mono polisticus. 

58 Max Weber, Grundriss der Sosialikonomik, III, No. 4, esp. 650-753. 

59 See, e.g., Karl Loewenstein, ‘‘Law in the Third Reich,” Yale Law Journal, XLV 
(March, 1936), 779-815. 

6° This holds, for example, with the whole of the party tribunal system, which 
has been incorporated into the regular legal machinery of Germany (Loewenstein, 
op. cit.). An even more striking example is the incorporation of the N.S.B.O. 
(National Socialist Business Cell Organization) directly into the Labor Front. Simi- 
lar examples could be multiplied almost indefinitely. 
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removal of von Keital and the old army guard just before the in- 
vasion of Poland, served to fuse this rapidly expanding bureaucra- 
cy jointly with the state apparatus and the Nazi party. The or- 
ganization of the National Economic Chamber and its correlative 
labor, agricultural, and cultural ‘estates’ completes the picture 
by dovetailing with the other hierarchies, at a thousand and one 
points, personalities, machinery, competences, and functions. 

The net product of this four-way fusion has been referred to by 
people interested in the economic angle as “‘status capitalism,” 
meaning by that expression a monopolistically organized, mili- 
taristically minded, hierarchically graduated, and feudalistically 
directed autocracy in which the upper social reaches, after hav- 
ing made the necessary compromises with the nouveaux puissant 
demagoguery of platform and political tract, band together to 
constitute a governing class within a state expanded on a footing 
highly reminiscent of Plato’s microscopic model, the Sparta of 
Lycurgus. It is in this setting that the concept of the “Junker” 
has come to the fore again.®? For the term “Junker” has been 
generalized to mean not merely the old landed aristocracy of the 
Prussian Marches but something more nearly like the term 
“Tory” in England®*—literally, a “nature-determined” and self- 
contained “ruling class.’’®s 


6 Labor in the Labor Front, agriculture in the National Food Estate, and “‘cul- 
ture” in the National Chamber of Culture are, along with the National Economic 
Chamber, supposed to include all economic activities and interests in Germany 
(transportation alone excluded). 

62 Meaning, specifically, a suzerain relationship with each competency held in 
fief on a pseudo-contractual basis, fixed in custom and resting upon means for insur- 
ing throughout the socia] pyramid fixity of social station, fixity of occupation, and 
fixity of residence. 

63 See Karl Brandt, “‘Junkers to the Fore Again,” Foreign Affairs, October, 1935, 
pp. 120-34. Brandt, of course, means more than is implied above. Actually, he 
finds a steady and cumulative infiltration of the old Junker ranks into the civil, 
military, economic, and party ranks—many of them in leading positions. 

64 In fact, this is exactly what the Nazis (before the outbreak of war with Eng- 
land) defined the word “‘Tory”’ to mean. It is no accident that the top-flight finish- 
ing schools for Nazi party leaders reserve for their graduates the honorary title of 
“Junker.” 

6s Actually, as in Plato’s famous illustration of the metals and in Pareto’s con- 
ception of the “‘circulating élite,” provisions are made for especially gifted outside- 
of-the-ruling-class recruits to rise to the top. These are regarded, however, primarily 
as sport cases—exceptions to the rule. 
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Just as in a feudal society the economic resources of the baron- 
ry were rooted in agricultural holdings, so in the adapted capital- 
ism of the Third Reich is the gigantic strength of the new Junker 
class drawn from industrial, commercial, and financial properties. 
Likewise, just as the feudal nature of the economic relationships 
in medieval society were not compromised by virtue of the fact 
that the nobility possessed legal, civil, and military rights in addi- 
tion to the economic, so also this new fusion called “fascist totali- 
tarianism’’ is no less an expression of monopoly controls simply 
because these other elements are mixed into the Junker social 
composition. 

In fact, a carefully reasoned analysis of the past developments 
summarized in this article will show not only that the Nazi state 
grew by fairly normal processes out of the evolution of capitalistic 
forms in Germany but also that the bureaucratic fusions traced 
out above are not only consistent with, but absolutely essential 
to, a continuation of such previous lines of growth. Without 
them, capitalism in Germany could unquestionably not have sur- 
vived long under any circumstances. With them it may be en- 
abled to endure for a considerable period of time in the future. 

From a practical propaganda standpoint it seemed advan- 
tageous to Nazi officialdom to describe this new arrangement as 
noncapitalistic, or even anticapitalistic. The “profit motive,” it 
is said, no longer dominates business decisions. In its place has 
come “service to the community.” This is, of course, exactly 
what is meant by the American authors, Mooney and Reiley, 
when they lay down the dictum on behalf of highly organized 
American business that the real function of capitalism is to make 
“profits through service, profit in this sense meaning the compen- 
satory material gain or reward obtained through service.’ It re- 
flects identically the point of view of the National Association of 
Manufacturers’ famous “You and Industry Series.” In making 
“business responsible to the community” through the revamped 
control network of the new social order, the Nazi leaders profess 
to be promoting “self-government” or “‘self-management”’ in in- 


6 J. D. Mooney and A. C. Reiley, Onward Industry! (New York, 1934), p. 75. 
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dustry—the old National Recovery Administration slogan in the 
United States. Much of the time spent by officials in central 
offices has to do with problems of “fair trade practices,” “fair 
prices,” rules against “no selling below cost,” etc. 

Now an inevitable corollary of making such a system of busi- 
ness “self-management” work is the possession of the necessary 
power to punish offenders. It was on this particular rock that the 
price- and production-control measures of N.R.A. were rent 
asunder. The Nazis have made no such mistake. That many con- 
cerns would be liquidated when the central control apparatus pos- 
sessed the necessary power to force “free riders” into line is in- 
evitable. This accounts for many of the cases of forced liquidation 
of small concerns. But even the large and giant enterprise is not 
necessarily exempt from the laws of its own making for the simple 
reason that domestication of warfare does not necessarily do 
away with the basis of conflict. It may, however, change a good 
many of the rules. Thus many of the largest businessmen in Ger- 
many were forced to hand over their properties to competitors be- 
cause they were Jews. And Thyssen, of the heavy industries, ap- 
parently chose to play a lone hand and got caught in a combine 
which he was unable to overcome. Like Schacht, at the critical 
point he played with the wrong crowd of “insiders” and, as has 
happened to many unsuccessful promoters in American business 
(Fisk, Drew, Gould), was forced out.® 

67 See, in particular, Marktordnungsgrundsdtze der Reichsgruppe Industrie, which 
is a primer of rules for “regulating the market” according to the new ‘“‘fair-trade 
practice rules.” 

6 Tnsull, Mitcheil, and Whitney are in a different class only because they were 
caught via regulatory machinery which the business community either assented to 
or had had forced on them by political forces which held that only through such 
controls could the business community, and with it the capitalistic system, be saved 
from the disaster its own malpractices were bringing down upon it. Numerous 
observers have found in the spectacular rise of the Hermann Géring Works proof of 
an inherent Nazi tendency toward “socialization.” Nothing could be further from 
the truth, as the party-approved Berliner Tageblatt of December 2, 1938 (“Vom 
Wachstum des ‘Reichswerke’-Konzerns”’), has pointed out at some length. Kurt 
Lachmann (“The Hermann Géring Works,” Social Research, February, 1941, pp. 
24-40) finds the company a new version of the post-war Stinnes or Haniel groups 


and a type of “industrial empire-building” which bears a close “resemblance to the 
amassing of lands and fortunes by the feudal lords of the seventeenth century.” The 
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None of these considerations are inconsistent with the point 
made that under the Nazis previous trends in the evolution of 
centralized business control were carried on, with the principal 
difference residing in the facts that under the new regime they 
could be brought to their logical conclusions more swiftly, more 
ruthlessly, and more rationally than would otherwise have been 
the case and that all economic issues had now to be decided in a 
political frame of reference. 

But how far has the war altered the picture? Under the decree 
of October 26, 1936, giving Field Marshal Hermann Goering dic- 
tatorial power to carry through the second Four-Year Plan, all 
economic activities in Germany were brought into six special 
groups: (1) production of German raw materials and semimanu- 
factures; (2) allocation of raw materials; (3) employment of labor; 
(4) agricultural production; (5) price policies; (6) foreign exchange 
supply. 

On July 13, 1937, section (2) was dissolved, and there were cre- 
ated in its place two divisions, foreign trade and iron and steel 
utilization. Since that date the Plan has apparently undergone 
many—and possibly in some respects far-reaching—changes. Its 
general purpose called for exhaustive and detailed information on 


analogy is intriguing, but actually the combination represents a somewhat “‘priva- 
tized” regrouping of industrial properties previously owned by the Reich, Prussia, 
various municipalities, properties taken over from the governments of conquered 
Austria (e.g., Steyr-Daimler-Puch A.G., Maschinen- und Waggon-Fabrik A.G., 
Simmering, and Donau-Dampf-Shiffahrts-Gesellschaft), Czechoslovakia (e.g., 
Skoda), Poland, Rumania (most important of which is the Reshitza iron works), 
Norway, and—more recently—Belgian, Dutch, and French concerns. German 
banks and “the industrialists” participated in the founding and expansion of the 
combination, though to what extent is unknown. It is significant, however, that 
the primary purpose of the new industrial complex—leaving aside liquidation of 
Giring’s private debts—was exploitation of low-grade domestic iron ores at govern- 
ment expense for delivery to Krupp, Vereinigte Stahlwerke, etc., as raw steel for 
fulfilling armament contracts with fixed but generous profits allowances. Its subse- 
quent expansion into a unified vertical combination and the regrouping of its hold- 
ings along functional lines ({1] mining and smelting, [2] munitions and machine- 
building, [3] shipping on rivers and canals) is entirely in keeping with past practices 
of German industrial concentration. Private control is greater and private interests 
are served more clearly under the new regrouping than was the case with the proper- 
ties before they were brought together in the new combination. 
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the present and potential resources of the Reich and for ways and 

means of mobilizing these to the fullest extent and with the maxi- 

mum speed. An observer present in Germany during the elabora- 
tion of the various phases of the Plan details the functions of the 
new machinery as follows: 

1. Supply of detailed information for achieving production potentials, in- 
cluding data on working conditions. Envisaged were: possible elimination 
of dual and overlapping capacities; amalgamation and coordination of 
plants and enterprises, mainly in an effort to save transport and distribu- 
tion costs; a report on how far labor hours could be increased, based on 
the fact that there were no new or unemployed workers to be absorbed; 
detailed data on obsolescence, which had already made itself prominent 
in mining and the steel industry. [Since 1937 it has become very much 
worse, particularly in the railroad industry.] 

. The direction of the maximum of the available potential into military 
uses. A final and amazing estimate of just how far consumption—and 
more important—production of capital equipment for home use could be 
cut, so that arms and exports would benefit. 

. Estimates of various national costs and subsidies involved in the use of 
admittedly poorer raw materials and minerals which exist at home when 
substituted for better materials imported from abroad. Particular atten- 
tion was paid to iron and lumber, but re-use of old materials also received 
a good deal of attention. 

. The financial end of operations: For the first year it was planned that 
80 per cent of the costs involved would be carried by private industry, of 
which 30 per cent was to be based on existing assets, and 50 per cent 
handled through new financing (stocks and bonds); banks would supply 8 
per cent and the government 12 per cent by subsidy. 

. A detailed plan for possible markets abroad, and a statement of why Ger- 
many was having difficulties in foreign markets [mostly attributable to 
lowered qualities]. 

. Unified control by a staff under the direction of Field Marshal Hermann 
Goering.*? 

Now an examination of such data as have been made available 
since the outbreak of the war simply shows that the alterations 
that have been made have been in line with tightening up and ra- 
tionalizing this system of war controls. The Four-Year Plan was 

6s The author of these remarks, anonymous for obvious reasons, was in an un- 
usually fortunate position for observation of the whole plan as it was unfolded from 


1936 on. His summary checks in the main with every bit of evidence I have been 
able to obtain from other sources. 
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really a “plan for impending war” and in its essentials is not to be 
differentiated from all such war plans including the current Ameri- 
can Industrial Mobilization Plan or the economic controls of the 
first World War. Indeed, there is little to distinguish the Four- 
Year Plan from the war economy of Hohenzollern Germany ex- 
cept the much higher level of organization and control. Practi- 
cally every significant idea elaborated in the new system is to be 
found in germinal form in the Central Purchasing Corporation 
(Zentraleinkaufsgesellschaft—Z.E.G.) and the series of semi- 
autonomous “‘mixed”’ control committees and compulsory syndi- 
cates which dominated in the war-control measures in Germany 
from 1915 on through to the cessation of hostilities.”° 

The Four-Year Plan isa straight-line development from these 
predecessor plans. Both anticipated the whole of economic activ- 
ity co-ordinated to the needs of the war, with separate all-inclu- 
sive planning and control bodies for each important trade, indus- 
try, or functional activity (e.g., price control) and with all these 
dovetailed through an appropriate machinery. The World War 
supplied experimental results on a big scale. Marshal Goering is 
bringing all the isolated strands together on a new and more com- 
prehensive basis. Then, as now, business leaders sat down with 
governmental officials, military chieftains, and imperial party 
leaders and worked out policies governing all economic activities 
in the entire Reich. 

But the larger significance of this relationship is found in the 
fact that during the between-wars interlude there was no funda- 
mental departure from the basic organizational patterns of the 
World War. Many of the forced syndicates, notably those in coal, 
lignite, and potash, continued in force. The war stepped up the 
speed of cartelization tremendously, but the post-war period car- 
ried on the process. The “mixed’’ corporations, some of which 
sprang into existence during the war, continued to dot the eco- 
nomic landscape, particularly in the fields of power, gas, coal, iron 
and steel, and shipping. War-type price controls, production con- 
trols, internal and external market allocations, pooling of patents, 

7 See, e.g., Goetz Briefs, ‘“Kriegswirtschaftslehre und Kriegswirtschaftspolitik,” 
Handwirterbuch der Staatswissenschaft, V, No. 4 (1923-28), 984-1022. 
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technical innovations such as standardization and typification (of 
assembled products), etc., were not given up. Rigidity of control 
was in many respects relaxed, and there was certainly a marked 
decline in the role of the government and the military. 

Yet certain leading ideas of a completely co-ordinated econom- 
ic system, based upon the full “co-operative” participation of the 
upper-business baronry in politicoeconomic decisions, divided 
into all-inclusive, “self-governing” trade and industrial, central, 
policy-controlling bodies, endowed with legal or quasi-legal power 
to enforce decisions in the name of the state, guaranteed success- 
ful results through an elaborate system of governmental subsidies, 
allowances, and guaranties—all this remained. In the interlude 
between, the business leaders had acquired the habit of looking 
back at the experiences of the World War as the training ground 
and the germinal source of ideas for the co-ordinative efforts which 
time and circumstance were persuading them to extend to the 
outermost reaches of the German economic system. 

At a critical juncture the Nazi solution, with its abolition of 
trade-unions and its wholesale destruction of democratic institu- 
tions, seemed a necessary and logical fulfilment of these processes 
of growth. Therefore—though not without some misgivings— 
German business leaders embraced it. 

But the new Juggernaut which they helped thus to create and 
which many of them for long so heartily supported, has since 
shown that it possesses its own laws of growth and functioning. 
How far these, under war conditions and the Four-Year Plan, are 
reconcilable with even greatly modified capitalistic institutions 
remains to be seen. But it is important to note that, given the 
ideology of the Nazi system, W irtschaft and Krieg necessarily be- 
come but two phases of the many-faceted and inherently expan- 
sionist Herrenstaat. 
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I 


UBLIC attention has recently been drawn to the fact that 
Pas freight rates are often higher in one part of the 

United States than in another. A southern factory which 
wishes to ship its product to a market in the South must some- 
times pay more per one hundred pounds than a northern factory 
would usually pay to ship the same kind of article to a market in 
the North remote from it by an equal distance. If the southern 
factory wishes to ship the product for the same distance into 
northern territory, it will probably not have to pay as high a rate 
as for the all-southern movement. But the rate for the movement 
from South to North is still likely to be higher than the rate for 
the equally long all-northern movement. Similar situations are 
often found when rates within and between other areas are ex- 
amined. This state of affairs has given rise to what may be called 
a nationalistic point of view toward freight rates. Advocates of 
this point of view hold that the country should be regarded as a 
single area for the purpose of making rates. In so far as practica- 
ble they would like to see regional differences in rates wiped out. 
The same article moving for the same distance should pay the 
same rate regardless of the geographic location of point of pro- 
duction and market. 

There are five major areas recognized as differing in rates. 
They are known as Eastern (or “Northern,” or “Official’’) Terri- 
tory, Southern Territory, Western Trunk Line (or “W.T.L.’’) 
Territory, Southwestern Territory, and Mountain-Pacific Terri- 
tory. The first four are located, very roughly, northeast, south- 
east, northwest, and southwest of St. Louis, respectively. The 
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fifth is in the far West, beyond Texas, Denver, and the Dakotas. 
On the average, rates are probably higher in Southern and W.T.L. 
than in Eastern Territory, still higher in the Southwest, and even 
higher in the Mountain-Pacific area. Rates between any two ter- 
ritories are, again on the average, usually intermediate in level 
between those in the higher-rated and the lower-rated territory. 
The equalization favored by the nationalistic school would pre- 
sumably mean that rates within the higher-rated areas and for 
the higher-rated interterritorial movements would be reduced. It 
might be thought necessary to do part of the equalizing by raising 
rates in the lower-rated territories and conceivably even for some 
of the interterritorial traffic. 

Equalization would be comparatively easy to accomplish if the 
United States were served by a single nation-wide railroad sys- 
tem. The revenue of the national railroad would suffer from the 
reduction of the higher rates on existing traffic, and would benefit 
from the increase of the lower rates. The reductions might stimu- 
late still profitable traffic in and between the areas in and between 
which they were made. The increases might kill some traffic. The 
adjustment could be carried out in such a way that the net effect 
on the prosperity of the national system would be small. But in 
fact the country is served by many railroads. The lines of each 
railroad are largely confined to one or another of the major terri- 
tories. Thus, the Southern railroads, for the most part, derive 
revenue only from the movement of traffic within the South. 
There is only one large road usually regarded as Southern—the 
Illinois Central—which has important mileage in other territories. 

The traffic which is handled within an area by the roads in that 
area is of two kinds—intraterritorial and interterritorial. More 
briefly, they may be called local and through business.’ The 
Southern railroads, for example, derive freight revenue from ship- 
ments which move from one place in the South to another place 
in the South. They also derive revenue from shipments moving 
between places in the South and places in other territories, chiefly 
the East. From the local business the Southern roads receive the 


* A “local’”’ shipment, in this sense, is not necessarily local to a single railroad. 
It may travel over several, provided they are all in one territory. 
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entire freight charges assessed on it. From the through business 
they receive only a portion of the revenue, as compensation for 
that part of the haul which they perform. The rest goes to roads 
in other territories as compensation for their part of the haul. 

If local rates in the South were reduced, unless the reductions 
stimulated much new and profitable business, the Southern rail- 
roads would lose revenue. If interterritorial rates were reduced, 
and if the percentages by which the revenue was divided re- 
mained unchanged, both Southern and Northern roads would 
lose revenue. It is possible, of course, that a sufficiently compensa- 
tory increase in traffic might result. It would be more likely for 
the Southern than for the Northern roads. But it is also possible 
that such an increase in traffic might not happen even for the 
Southern roads. 

It is generally conceded that neither the Southern roads nor 
any other major group of railways is earning too much money. 
The Interstate Commerce Commission, at least, has accepted 
that view, and it is the duty of the Commission to watch over the 
revenue needs of the carriers. Excessive earnings are not prob- 
able for at least some time to come. If the Southern and inter- 
territorial rates were to be substantially reduced, therefore, and 
if the reductions failed to call forth an increase in traffic accom- 
panied by a compensatory increase in net earnings, it would be 
necessary to recoup the Southern roads from some source. The 
same problem would exist as to roads in other high-rated terri- 
tories. 

Freight traffic, of course, is not the only source of railroad rev- 
enue. Passenger and various minor forms of traffic also make a 
contribution. Conceivably the roads in the high-rated territories 
might be recouped by readjustments, designed to increase net 
earnings, in passenger fares. But it does not seem likely. In the 
South, and to a considerable extent in the West, the roads have 
greatly reduced fares in an effort to hold or recover business. In 
the East they have been required to do so—with the approval of 
one of the large roads affected. It seems improbable that adjust- 
ments which commend themselves as more profitable will be 
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found and substituted in any territory. The other sources of rev- 
enue are too minor to promise substantial offsets. 

There remains one possibility. Within the field of freight rev- 
enue itself, the traffic local to each territory and the portion of 
the movement of through traffic which occurs within that terri- 
tory may be looked on as alternative sources of revenue. If the 
proceeds from the local traffic of the Southern roads are curtailed, 
those from their share of the interterritorial traffic may be in- 
creased. It is true that any plan of equalization would probably 
involve some reduction in interterritorial rates. But the percent- 
age share, and the absolute share, of the roads in the now high- 
rated territories might nevertheless be increased enough to com- 
pensate them for their loss of revenue on local traffic. In conjunc- 
tion with the reduction of the through rates themselves, this 
would mean a sharp reduction in the absolute share of the roads 
in the now low-rated areas. A program of equalizing rates would 
thus raise a question as to what should be the relative contribu- 
tion of local traffic, on the one hand, and through traffic by the 
medium of percentage divisions, on the other, to the revenue of 
the roads in the now high-rated territories. 

The procedure outlined would obviously be at the expense of 
the railroads in the now low-rated areas. They would receive a 
diminished share of diminished rates. They would be expected 
to pay not only for the reduction in through rates but for the re- 
duction in rates local to territories in which they do not operate. 

Their revenues are not appreciably more adequate than those 
of other lines. If they were required to absorb out of divisions 
the effects not only of reduction in through rates but of reduction 
in local rates in other areas, it is unlikely that any increase in 
through traffic would compensate them. They might easily suffer 
considerable loss of revenue. In that event it would be necessary 
to recoup them, in turn, from some other source. For reasons 
which have been indicated, that source would have to be their 
local freight rates. The local rates of the roads in the at present 
low-rated areas could be increased to compensate them for lost 
divisional revenue—provided that such increases would not kill 
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too much of their local traffic. Elevation of their rates would, of 
course, promote the ideal of equalization. 

Logically, it would seem, advocates of the nationalistic point 
of view should favor increases in the percentages of interterri- 
torial rates accruing to railroads in now high-rated territories, and 
corresponding reductions in the percentages accruing to roads in 
at present low-rated territories. First reliance might be placed in 
the hope that traffic of the former roads would be increased by 
equalization, and that the increase in traffic would in turn have 
a favorable effect not only on gross but on net earnings. Failing 
that, some hope might be pinned on increased contributions from 
services other than freight. Failing both, rates local to the high- 
rated areas should, from the nationalistic point of view, be re- 
duced anyhow, together with many interterritorial rates. Inter- 
territorial divisions accruing to railroads in these areas should be 
increased, those accruing to other carriers should be reduced, and 
the difference made up to the latter by increases in rates local to 
their territory. This process should be carried to the point where 
all rates met at a common level. 


II 


Revenues at present derived from through traffic by roads in 
lower-rated territories would thus become funds from which other 
roads might be recouped. How nearly adequate would these funds 
be for the purpose? 

The revenue of the roads in higher-rated territories from their 
present local business would be reduced by the difference be- 
tween the revenue they would receive at present rates and the 
revenue they would receive at the contemplated uniform rates. 
The ratio of revenue at present rates to revenue at uniform rates 
would be the same as the average ratio of present rates to new 
rates, weighted by the traffic moving in the higher-rated terri- 
tories at the various present rates. Except in so far as the reduc- 
tions would stimulate new and profitable traffic, the roads in the 
higher-rated territories would have to be recouped by this per- 
centage of their revenue at present rates. The divisions of the 
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other roads would have to be reduced by this amount. In addi- 
tion they would have to be reduced by the amount of reduction 
in through rates. 

Information as to weighted average differences in rate level on 
all commodities is not available. Scales of first-class rates have 
been prescribed by the Interstate Commerce Commission in four 
of the major rate territories. For selected distances the rates in 
the various scales other than the official scale are the percentages 
of the corresponding rates in the official scale? shown in Table 1. 
Interterritorial class rates are generally at levels intermediate to 
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those prevailing in the territories of origin and destination. For 
many reasons the rates even on class traffic for these distances 
often differ by other than the percentages indicated. There is no 
reason to suppose that commodity rates, at which the major part 
of the traffic moves, would differ by the same percentages, or by 
any uniform percentages. The percentages cited, therefore, are 
merely illustrative. 

Somewhat more information is available as to the size of the 
funds which might be drawn on for equalization, although here, 
too, the evidence is scanty. The Federal Coordinator of Trans- 
portation made a study of all freight traffic terminated on Decem- 
ber 13, 1933. Among other things the study showed the total 
revenue derived by all roads collectively from each territorial and 


2 The scales themselves appear in 164 J.C.C. 314, 467; 113 I.C.C. 200, 207-8; 
204 I.C.C. 595, 709-11; and 205 I.C.C. 601, 673-74. 
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each interterritorial flow of traffic. Appropriate groupings of these 
figures’ provide a point of departure for estimates. 

The Coordinator’s report does not show how the interterritorial 
revenues were divided between roads in the territory of origin 
and those in the territory of destination. To some extent roads 
in intermediate territories would also share in the distribution. 
By combining these data with scattering evidence from cases in 
which divisions have been fixed it is possible, nevertheless, to 
make some rough guesses as to the importance of the funds in 
certain instances.‘ 

It is unlikely that the Southern roads, under a program of 
equalization, would receive compensation for rate reductions by 
readjusting their divisions with Southwestern or Mountain-Pa- 
cific roads. The rate levels in these two areas are generally be- 
lieved to be appreciably higher than in the South. It does not 
seem likely that any substantial sum would be obtained from re- 
adjustment of divisions with W.T.L. carriers. Attention may 
therefore be confined to the divisional revenues of the Northern 
(Eastern) roads as a source of compensation. The revenue re- 
ceived by all railroads from business in the Coordinator’s sample 
moving between the North and the South, in both directions, 
was $444,599. The revenue from business local to the South was 
$376,691, all of which presumably accrued to Southern roads. 
The former figure is 118 per cent of the latter. It may be con- 
cluded that the total revenue from business between North and 
South is something like 118 per cent of the revenue for Southern 
local business. 

In the Southern divisions case a study was made of traffic mov- 
ing between the South and the North in March and September, 
1929. This business yielded $14,828,769, of which the Southern 


3 The original figures appear in Federal Coordinator of Transportation, Freight 
Trafic Report (Washington, 1935), Appen. I, p. 120. 

4 The so-called ‘‘Pocahontas lines”—principally the Chesapeake and Ohio, the 
Norfolk & Western, and the Virginian—will be regarded as Northern rather than as 
Southern roads. The figures from the Coordinator’s report have been combined on 
this basis. 
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roads received $8,826,008 and the Northern lines $6,002,761.5 
The Southern roads received 60 per cent of the money; the North- 
ern roads received 40 per cent. Certain kinds of traffic—lumber 
and other forest products, coal and coke, citrus fruits, and Florida 
vegetables—were apparently not included in this study. Traffic 
conditions have, of course, changed since 1929, and the changes 
may have affected the over-all average ratio. The Interstate Com- 
merce Commission has ordered changes in the divisions on the 
traffic included which would give the Southern roads a greater 
share in the future, although the effective date of the new divi- 
sions has been postponed. For the purpose of discussion it will 
be assumed that the Northern roads receive 40 per cent of the 
revenue from all traffic between the North and the South. 

Advocates of the nationalistic point of view would hardly pro- 
pose to take all of the Northern lines’ share away from them. 
After all, they perform part of the work of transportation and 
would presumably be left some compensation. If the nationalists 
would go so far as to take half of the present Northern share, this 
would amount to 20 per cent of the total interterritorial revenue 
to all roads. It would, therefore, be equal to 0.20 X 118 per cent, 
or about 24 per cent, of the Southern roads’ revenue from local 
business. In other words, if an amount equal to one-half of the 
Northern railroads’ present revenue from this business were trans- 
ferred, by readjusting divisions, to the Southern lines, the latter 
could afford to reduce their local rates by 24 per cent. 

Equalization might, of course, reduce interterritorial rates and 
therefore might reduce the total revenue from through business. 
The percentage divisions of the Northern lines would therefore 
have to be reduced by somewhat more than half to give the 
Southern lines an amount equal to 24 per cent of their present 
local revenue. 

If the weighted average reduction in Southern rates needed to 
equalize them with other rates were less than 24 per cent, it 
might not be necessary to transfer as much as half of the Northern 
roads’ share to them. 

It seems unlikely that, under a program of equalization, the 

$In the matter of divisions of joint interterritorial rates between Official and 
Southern territories, 234 J.C.C. 175, 176, 177. 
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Southwestern lines could look to either their Southern or their 
Mountain-Pacific connections for additional revenue. Such a pro- 
gram would probably reduce the absolute level of rates in the 
South. The level of rates in Mountain-Pacific territory is believed 
to be, on the average, higher than in the Southwest. Neither area, 
therefore, could be looked upon as one in which the railroads 
should look to their local rates for more revenue in order to give 
larger divisions to the Southwestern roads. Attention should be 
confined to the shares of the Eastern and, to a lesser extent, of 
the W.T.L. lines in the revenue from the traffic which they inter- 
change with Southwestern roads. 

In the Coordinator’s sample, $190,888 was derived by all roads 
from traffic moving between the Southwest and the East. Rev- 
enue from traffic local to the Southwest was $234,259. This 
through business therefore gave to all carriers 81 per cent as much 
money as their local business gave the Southwestern roads. 

In the Southwestern divisions case an analysis was made of all 
carload traffic between the East and the Southwest which passed 
through East St. Louis in November, 1935, and February, May, 
and August, 1936. (About 74 per cent of the business passes 
through East St. Louis.) This traffic yielded $13,738,156 to both 
groups of roads. In September, 1936, a new basis of division, pre- 
scribed by the Interstate Commerce Commission, became effec- 
tive. If this basis had been in effect previously the Eastern lines 
would have received $5,594,689 of the $13,738,156, or 41 per 
cent.© The Commission has since modified its prescription in a 
manner which will give the Eastern lines a somewhat smaller 
share. A small part of the revenue from traffic which does not 
pass through St. Louis goes to roads in Southern or W.T.L. ter- 
ritories, chiefly to Southern roads. The present share of the East- 
ern roads may be taken as 40 per cent, as in the case of their inter- 
change with the South. If a sum equal to half of their present 
revenue from Southwestern business were transferred by adjust- 
ment of their divisions to the Southwestern lines, this would be 
equal to 20 per cent of 81 per cent, or about 16 per cent of the 
latter roads’ revenue from local traffic. The Southwestern roads 
could reduce their local rates, on the average, by 16 per cent. 


6 Southwestern-Official divisions, 234 I.C.C. 135, 140-141. 
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Traffic moving between the Southwest and W.T.L. Territory 
and terminated on December 13, 1933, gave all roads concerned 
$173,543. This is 74 per cent of the $234,259 which the South- 
western roads obtained from local business. 

Divisions of revenue between Southwestern and W.T.L. lines 
were fixed by the Commission in 1928. On traffic moving between 
the Southwest, on the one hand, and Illinois and Wisconsin, on 
the other, the factor to be used to determine the W.T.L. share 
was to be 80 per cent as high as the factor to be used, for an 
equally long haul, in determining the Southwestern share. On 
other traffic, the ratio was to be 87 per cent. Information in the 
record made it possible to estimate what either basis would have 


TABLE 2 








W.TL. Per- 
centage Share of 
Total Revenue 


Basis Month of 
(Per Cent) Traffic Study 





June, 1924 43-54 
June, 1924 45.60 
October, 1924 41.76 
October, 1924 43.83 











resulted in if applied to the entire carload traffic moving between 
the two territories in June or October, 1924. The Commission es- 
timated’ that the W.T.L. roads would have received the percent- 
ages of the total revenue shown in Table 2. The Commission sub- 
sequently reduced the 80 per cent basis to 75 per cent as to traffic 
interchanged at St. Louis and neighboring gateways rather than 
at Kansas City. Its findings did not apply at all to traffic moving 
via Kansas City between W.T.L. Territory and places on three 
large roads in Oklahoma. These divisions had been settled by 
voluntary agreement. The composition of the traffic must have 
altered, in the more than fifteen years which has passed since 
1924, in ways that would somewhat affect the percentages. For 
discussion, it may be assumed that the W.T.L. roads get about 
42 per cent of the revenue. 


7In the matter of divisions of freight rates in Western and Mountain-Pacific 
territories, 148 7.C.C. 457, 479. 
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W.T.L. rates are probably, on the average, intermediate in 
level between Eastern and Southwestern rates and not far from 
the national average level. It does not seem likely that requiring 
the W.T.L. carriers to give up much of their revenue from traf- 
fic interchanged with the Southwest would promote the objective 
of equalization. If they were required to give up an amount equal 
to 10 per cent of their present receipts, this would amount to 
0.042 X 74 per cent, or about 3 per cent, of the Southwestern 
local revenue. It would permit a further reduction of 3 per cent 
in Southwestern local rates. 


TABLE 3 








Source of Revenue Dollars 





From traffic between East and other territories 1,530,202 
From traffic not moving in Eas 2,117,959 


3,648, 161 
2,357,591 








6,005,752 











No information is available which would permit estimates simi- 
lar to those which have just been made in the case of any other 
pair of territories. 

Consideration has been given to the effect on Southern and 
Southwestern rates of requiring the Northern roads to give up 
half of their present revenue from traffic to and from the other 
two territories. The effect on Northern rates is also of interest. 
In both cases half of the present Northern share was found to 
equal about 20 per cent of the total revenue. The total revenue 
on December 13, 1933, from traffic between the North and the 
South was $444,599 and from that between the North and the 
Southwest $190,888. Twenty per cent of the combined total is 
$127,097. Freight revenue from Eastern local business was 
$2,357,591. The readjustments considered, therefore, would have 
been equivalent to a little over 5 per cent of the Eastern local 
revenue. Thus an increase of about 5 per cent in Eastern rates 
could produce, through the medium of compensatory changes in 





110 THOR HULTGREN 


divisions, a reduction of 24 per cent in Southern rates and 16 per 
cent in Southwestern rates. Further increases in Eastern rates, 
however, would be necessary to compensate for revenue lost 
through reduction of interterritorial rates. 

The entire revenue to all roads in the United States from the 
traffic in the Coordinator’s sample was derived as shown in Table 
3. The Eastern roads probably obtain a somewhat lower percent- 
age of the revenue from traffic between the East and the Moun- 
tain-Pacific area, and a somewhat higher percentage on traffic 
between the East and W.T.L. Territory, than in, the case of the 
South and Southwest. Probably, therefore, about 40 per cent of 
the revenue between the East and all other territories accrues to 
the Eastern lines. The share of the Eastern lines in revenue from 
interterritorial traffic is 0.4 of 25 per cent, or 10 per cent of the 
entire freight revenue of the country. It is just under one-fourth 
of the local Eastern revenue and just over one-sixth of all other 
revenue. Transfer of one-half of their share of interterritorial rev- 
enue from the Eastern roads to their connections would necessi- 
tate an increase of one-eighth in Eastern local rates and permit an 
over-all average decrease of one-twelfth in all other rates. 


III 


The question of the relative contribution which their through 
traffic and their local traffic should make toward the support of a 
regional group of railroads can be approached from a different 
point of view than the nationalistic one. The alternative is the 
point of view of cost. Its advocates would say that it costs the 
group something to handle their local traffic and it also costs them 
something to perform their share of the haul on through traffic. 
The entire freight-service costs incurred by the group should be 
apportioned in a reasonable manner between the two species of 
traffic. The revenue from the local traffic should bear the same 
proportion to the share of the group in the revenue from the 
through traffic that the costs apportioned to the former service 
might bear to the costs apportioned to the regional part of the 
haul on the latter service. Advocates of this approach might find, 
for example, that the freight service as a whole covered costs to 
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the same degree in both the North and the South, but that the 
through traffic contributed too much, in proportion to cost, in 
both territories. In this case they would presumably conclude 
that through rates should be reduced, and local rates increased, 
at least relatively, in both territories. Or they might find that 
through traffic contributed too little in the South, too much in the 
North, and too much in the aggregate. In that case they would 
conclude that divisions to the Southern carriers should be in- 
creased, Southern local rates should be reduced, through rates 
should be reduced, divisions to the Northern carriers should be 
sharply reduced, and Northern local rates increased. On the other 
hand, if they found that the through traffic was contributing its 
fair share of costs in each territory, they would approve of existing 
differences in rate level and urge that those differences be re- 
tained. 

From the point of view of cost, the principal difference between 
through and local traffic is one of terminal service. In handling 
traffic local to a territory the railroads in that territory receive 
the shipment from the sender, put it in a train, haul it over the 
line, take it out of the train and deliver it to the consignee. In 
handling through traffic, the railroads in the territory of origin 
perform the work of originating the shipment, but not that of 
delivering it at the end of the line haul. The railroads in the terri- 
tory of destination perform the work of delivery, but not that of 
original receipt. Members of the cost school would therefore hold 
that the compensation to the railroads in either territory should 
be less than the compensation which they would receive for a 
local movement of the same article for the same distance. The 
difference should be equal to a fair allowance for the cost of per- 
forming one of the two terminal services. On traffic which passes 
through a territory intermediate to the territories of origin and 
destination, the intermediate carriers perform no terminal serv- 
ice. In such cases their compensation should fall below what they 
would receive for a corresponding local haul by an amount which 
would be a fair compensation for two terminal services. 

It is generally agreed that the cost of originating or delivering 
traffic should not be deemed to vary according to the distance 
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that shipments are hauled, although other kinds of costs more or 
less do. Terminal cost is a smaller percentage of total cost for 
longer distances than for shorter ones. Fair compensation for a 
short intraterritorial segment of a through haul, therefore, should 
be a relatively low percentage of the local rate on the same article 
for a distance equal to the segment distance. Fair compensation 
for a long segment should be a relatively high percentage of the 
corresponding local rate. Divisions should approach closer and 
closer, percentagewise, to local rates as longer and longer hauls 
are considered. The percentage, however, should never become 
100, for the difference in terminal service, although progressively 
less important, is always present. 

To satisfy a cost analyst that through traffic, on the whole, is 
making its proper contribution to the revenue of a group of car- 
riers, it would not be necessary that the division from every seg- 
mental movement of every article should be properly related to 
the average local rate on the same article for the same distance. 
It would only be necessary that this should be true of the average 
division. Occasional departures from a proper relationship would 
not, in his eyes, suggest improper relationships of territorial 
scope. General impropriety would exist only if, on the average, 
through traffic contributed more or less than its share. The ana- 
lyst would not dismiss occasional departures as not requiring cor- 
rection; but the problem would lose its territorial aspect if aver- 
age relationships were found to be proper. 

Indeed, it is not reasonable to expect that a division should in 
every instance bear a fixed relationship to the corresponding aver- 
age of local rates. Railway divisions are not made, and are not 
likely to be made, with as fine a regard to distance as is frequently 
observed in the making of rates. In fixing divisions, the problem 
of exact justice to outside parties—the shippers—is absent. Divi- 
sions, unlike rates, do not operate as factors in determining the 
location of industry. The railroads are willing to waive fine ad- 
justments in divisions, may of which would cancel each other in 
their effect on any one railroad, to save clerical labor and expense. 
The Interstate Commerce Commission, in the Southwestern- 
W.T.L. case, used local rates as a basis for prescribing divisions. 











FREIGHT RATES AND THE RATE PROBLEM 113 


But it authorized the roads to establish groups of origins and des- 
tinations wider than those used in rate-making, designed to pro- 
duce the same average results. In the South-North and South- 
west-North cases, it has prescribed for each territory a scale of 
numerical factors, but a separate factor is specified only for each 
50-mile block of distances. For simplicity, a group of roads must 
in many cases receive the same compensation for a segmental 
haul of 205 miles as it would receive for one of 245 miles. In indi- 
vidual instances this would produce theoretically improper rela- 
tionships of the divisions to the local rates for distances of 205 
or 245 miles or both. 

It would not even be practicable to give the railroads the same 
compensation on all segmental hauls of the same article for the 
same range of distances in one territory. Of shipments moving 
for 51-100 miles in one area, some require 51-100 miles, some 
151-200, etc., to complete their journey in another territory. If 
an attempt were made to give one group of roads a standard 
amount for 51-100 miles and the other a standard return for 
51-100 miles, a uniform amount for 151-200 miles, etc., the divi- 
sions would not in all cases add up to the rates. In some cases 
their total would fall below the rate, in other cases they would 
exceed it. The segmental return could not be made any fixed per- 
centage of the local rate for the same distance. 

Cost analysts, therefore, would have to be content with aver- 
ages for fairly wide blocks of distance as a basis for judging the 
relative contribution of through and local traffic. Such averages, 
however, would require careful weighting to give useful results. 
The average revenue yield per 100 pounds of all through traffic 
having segmental movement of 201-50 miles in one territory 
could not fairly be compared with the average yield of all local 
traffic moving for the same range of distances. In one case the 
traffic might consist largely of articles taking low rates, such as 
coal; in the other, of articles paying high rates, such as machinery. 
In one case the traffic might move for an average distance of 210 
miles, in the other for an average distance of 240 miles. 

Proper averages could be obtained by an analysis of the traffic 
by commodities and distances of movement. The amount of eac 
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article moving interterritorially for each segmental distance could 
be ascertained. The average rate on the same article moving for 
the same distance locally could be determined. The amount of 
each article moving for each segmental distance in interterritorial 
movement could then be multiplied by the corresponding average 
local rate. The products thus obtained could be totaled, and the 
total hypothetical revenues for the range of mileages compared 
with the total actual divisional revenue. The result would be to 
show how much less the local part of the through movement 
yielded than it would have yielded if charged for at local rates 
on the same articles for the same distances. Such an analysis, in- 
cidentally, would be forbiddingly expensive unless confined to a 
small sample of a year’s business. Nothing like it has ever been 
undertaken. 
IV 


Advocates of nationalism and advocates of cost-finding in rate- 
making would not necessarily arrive at opposite conclusions as to 
whether the existing degree of unequality in rates should be re- 
duced. The extent to which they would agree or disagree would 
depend on what the facts as to existing levels of rates and divi- 
sions might, upon investigation, turn out to be. If it turned out, 
for example, that through traffic, from the point of view of cost, 
was contributing too low a share of cost in the South but too high 
a share in the North and altogether, advocates of the cost doctrine 
would go along with advocates of nationalism to the extent of 
favoring at least some equalization. On the other hand, if they 
found that through traffic was contributing too low a share in 
both territories, they would say that through rates should be in- 
creased, regardless of the effect on competing manufacturers or 
traders; they would oppose the nationalists. 

Those who believe that rates should be reduced do not neces- 
sarily believe that costs should be disregarded. They may merely 
believe that through traffic, and local traffic in the higher-rated 
territories, are being loaded with charges disproportionate to the 
cost of handling them, while local traffic in the low-rated areas is 
not being charged its proper share of costs. Or they may believe 
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that, if the higher rates were reduced, the resulting effects on the 
volume of traffic would be accompanied by a decline in unit costs 
sufficient to justify the new rates even on the basis of cost. (Part 
of the increase in traffic in, to, and from the higher-rated areas 
might be. at the expense of growth of traffic in the other areas; 
the costs of the roads in these areas might be unfavorably af- 
fected.) Rigorous nationalists, however, would hardly trust their 
cause to this argument. 

The nationalists might consent that some degree of difference 
in rate levels should remain. But they would be inclined to base 
their consent on the practical necessities of the situation. Each 
group of railroads must live, and readjustment of divisions or 
other revenues might not provide the railroads in higher-rated 
territories with adequate revenue. Conceivably, roads in the lat- 
ter territories might be merged with roads in the other regions. 
The earnings of the new railroad companies which would arise 
from such mergers would not be so seriously affected by equaliza- 
tion, at least if it took the form of increasing low rates as well as 
reducing high rates. Much of the justification for regional differ- 
ences would then be deemed, by the nationalists, to have dis- 
appeared. Those who believe in cost, in so far as they felt that 
differences in cost would continue for enduring physical and eco- 
nomic reasons, would continue to favor differences in rate levels. 
Businessmen will hardly pay attention to differences in transpor- 
tation cost unless they are reflected in the rates charged. These 
differences, along with other factors, should directly or indirectly 
influence the location of industry. That, advocates of cost-finding 
in rate-making would hold, would make for an efficient national 
economy. 

The differences of opinion are largely a matter of the scale on 
which variations in costs are to be disregarded. There are lines 
of railway in the South over which a train can be hauled at a 
cost less than that of moving the same train for the same distance 
over many a line in the North. Minor local differences are now 
disregarded and few would think it practicable to pay attention 
to them in rate-making. The nationalists would like to go further 
and disregard such differences entirely. Advocates of cost would 
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say that differences on a regional scale are too serious to be dis- 
regarded. 

It is quite possible, of course, that the policy ultimately adopted 
will not follow rigorously the views of either school. Differences 
in rate levels, in so far as they are thought necessary to make each 
portion of the traffic, through or local, pay its own way, may in 
general be allowed to stand. But where they bear with especial 
severity on shippers of certain articles competing interterritori- 
ally, the view that recognition of differences in cost on a terri- 
torial scale is arbitrary may be given weight. 

From the point of view of either school of thought, the facts as 
to the present division of interterritorial revenues are pertinent 
to the question of relative rate levels. From the nationalistic point 
of view, if large enough sums now accrue to the roads in the low- 
rated areas, equalization is practicable, barring legal difficulties. 
The facts which have been cited in this paper are sufficient to 
show that a substantial degree of equalization could be effected 
if divisions were readjusted with enough ruthlessness. It is equal- 
ly important from the other point of view to know what the pres- 
ent contribution of through traffic to the support of each group 


of railroads may be. But it is also important to know what ex- 
penses, by various formulas, might be apportioned in each area 
to through and local traffic, and how the contributions might com- 
pare with the apportionments. 
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AGE theory has made tremendous progress in the last 

five years. Thanks chiefly to Mr. Keynes and his fol- 

\ ; lowers, economists are now far better equipped to deal 

with the perplexing problems of the world in which they live. But 

much remains to be done. Particularly urgent is the need for fur- 

ther exploration of the relation between wages and the demand 

for capital. As a first step in this direction, it will be useful to 

examine recent developments in wage theory in the light of cur- 

rent thinking on the problem of investment demand, or invest- 
ment “opportunity.” 

First, a brief review of the major Keynesian contributions to 
wage theory: Unlike many other “innovators” in economics, Mr. 
Keynes has known how to broaden the scope of traditional theory 
without abandoning the theory itself. Instead of scrapping classi- 
cal theory and trying to build an entirely “new” analytical sys- 
tem, he has simply dropped one of the restrictive assumptions of 
classical theory. 

Classical and neoclassical theory assumes that the demand for 
goods in general is given by the supply of goods in general. From 
this it follows that demand in general is not a problem worth 
bothering with. It also follows that demand for goods is not, in 
any significant sense, demand for labor. The demand for labor, 
on the contrary, is determined by the supply of capital and the 
technical coefficients of production.* 

The results of dropping this axiom have been extremely fruit- 

* Wicksell had also tried to take account of independent variations in aggregate 
demand in the main body of economic theory. His followers have arrived—by a 
longer and more difficult route—at many of the same conclusions as the Keynesians. 
For an excellent comparative study of the Swedish and the Cambridge Schools see 


A. P. Lerner, “Some Swedish Stepping Stones in Economic Theory,” . Canadian 
Journal of Economics and Political Science, VI (1940), 574-91. 
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ful. One of the most surprising—and significant—is the possibil- 
ity that a change in money wages will have no effect at all on 
employment and output. 

The analysis starts with a position of underemployment equi- 
librium.? Either because of a weakening of labor’s bargaining po- 
sition or a concerted effort to increase employment and output 
there is an all-around reduction in wage rates. Assume now—the 
case that is most favorable to the Keynesians’ neoclassical op- 
ponents—that the reduction in money wages produces an initial 
increase in employment. Increased employment means increased 
output and hence increased real income. But, unless the commu- 
nity consumes the whole of the increment of income, or unless 
there is an increase in investment,’ the higher level of income 
cannot be sustained. Employers will find that they are not get- 
ting back from sales the full amount they are paying out in costs 
and they will contract output until their receipts and expendi- 
tures again balance. On the assumption that there is no change 
in the propensity to consume and that there is no increase in in- 
vestment, the balance can be restored only when the former level 
of real income has been reached. Since the contraction is brought 
about by a failure of money expenditures to equal money costs at 
the higher level of real income it must be accompanied by falling 
prices. Thus the original equilibrium (of income, consumption, 
and investment) is regained at a lower level of wages and prices.‘ 

So far as wage policy is concerned this analysis should be 
thought of as posing a question rather than stating a conclusion. 
It asks, in effect, if there is any reason to think either (a) that the 
community will consume the whole of an increment to its real 
income or (0) that a reduction in wages will cause an increase in 
investment. These questions are clearly pertinent. If the advo- 

2 J. M. Keynes, General Theory of Employment, Interest, and Money (London, 


1936); A. P. Lerner, ““Mr. Keynes’ ‘General Theory of Employment,’ ” International 
Labor Review, XXXIV (1936), 435-54. 

3 In real terms. Thus with an increase in money wages money investment must 
increase if real investment is to remain the same (cf. Kalecki, ““The Lesson of the 
Blum Experiment,” Economic Journal, XLVIII [1938], 39). 

4 It is assumed that what Lerner calls the “degree of imperfection of competition” 
remains unchanged. The argument with respect to an increase in money wages is 
trictly sym metrical. 
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cates of wage reduction in any particular situation cannot give a 
‘satisfactory affirmative answer to one or the other, the traditional 
presumption in favor of their policy is completely destroyed. 

In general there can be little quarrel with the assumption that 
the community will not consume the entire increment to its in- 
come. The critical question relates to the effect of a reduction in 
wages on investment. The Keynesians admit that a reduction 
may have an effect, but they are not sure in which direction the 
effect will be, and, on the whole, are inclined to minimize its im- 
portance. The only thing they do feel sure of is that lower wages 
and prices will tend indirectly to depress interest rates. But lower 
interest rates could also be achieved by increasing the quantity 
of money at the higher level of wages and prices. As a means for 
achieving this end, wage policy has absolutely nothing to recom- 
mend it. 

The only other way in which the Keynesians think wage 
changes might influence investment is via the expectations they 
create in entrepreneurs’ minds as to future movements of wages. 
And here the influence may be in either direction. 

In the emphasis they place on interest rates the Keynesians 
show clear traces of their neoclassical background. The neoclassi- 
cal writers tacitly assumed that the long-run demand for capital 
is so elastic that practicable reductions in interest rates would 
insure the absorption of any amount of saving the community 
might choose to do.’ With the Keynesians, the optimism is gone, 
but the emphasis remains. 

Experience of recent years has greatly weakened the faith 
economists formerly had in the stimulating effect of lower interest 
rates. It is interesting to note that as a result they are returning 
to the classical position. Unlike later writers, Ricardo and Mill 
had little hope that a fall in the rate of profit® would open up sig- 
nificant new fields for the employment of capital. On the con- 

5 Béhm-Bawerk gives the clearest statement of this idea (Kapital und Kapital- 
sins: Positive Theorie [3d ed.; Innsbruck, 1912], Vol. II, Exkurs 1). 

*It is somewhat unrealistic to treat interest and profit as though they were 
totally unrelated and even antagonistic shares in the national income. To a very 
considerable extent the interests of rentiers and profit-takers overlap or are identi- 
cal. Thus for many purposes interest must be included with profit in considering 
the inducement to invest. 
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trary, they thought that, in the absence of forces operating to 
raise the rate of profit, accumulation would soon reach its ulti- 
mate limit. Mill states this thesis with his usual clarity and force: 

When a country has long possessed a large net product and a large net 
income to make savings from and when therefore the means have long 
existed of making a great annual addition to capital (the country not having 
like America a large reserve of fertile land still unused) the rate of profit is 
habitually within a hand’s breadth of the minimum and the country there- 
fore on the very verge of the stationary state .... it would require but a 
short time to reduce profits to the minimum if capital continued to increase 
at its present rate and no circumstances having a tendency #o raise the rate of 
profit occurred in the meantime. The expansion of capital would soon reach 
its ultimate boundary if the boundary itself did not continually open and 
leave more space.7 


As the classical writers saw it, a fall in the rate of profit to the 
minimum would be serious only from the point of view of the 
capitalists who were interested in further accumulation. We now 
realize that the consequences are far more likely to be disastrous 
for the entire community. A fall in the rate »f profit to the point 
where there is no further inducement to invest will not by itself 
reduce saving to zero. Rather, the attempt to continue saving 
will be frustrated by the decline in income to a point where saving 
is no longer possible. Thus the consequence of a decline in the 
rate of profit below the “critical’’ point will be depression and 
unemployment. The decline need not go so far that no new in- 
vestment will be undertaken. Some net investment—in absolute 
terms a very large amount, in fact—is perfectly consistent with a 
depressed level of income and large-scale unemployment. 

The influence of the expectations aroused by a change in wages 
as to the future course of wages is at best of short-run signifi- 
cance. The expectation, for instance, that a fall in wages will be 
followed by a further fall will cause entrepreneurs to postpone in- 
vestment expenditures. But this presupposes that there is some- 
thing to postpone. Similarly, a rise in wages, if it is expected to 
continue, will induce entrepreneurs to anticipate “normal’’ out- 
lays of a later period, or it may lead to inventory accumulation, 

7 John Stuart Mill, Principles of Political Economy (Ashley ed.), p. 731 (italics 
mine); cf. also David Ricardo, Principles of Political Economy (Gonner ed.), pp. 
98-99. 
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or—after a period of depression—to a replacement boom. But 
these are all essentially temporary stimuli. They are likely, more- 
over, to be followed by a reduction of investment below “normal”’ 
in a subsequent period. 

An analysis of wages and investment limited to interest rates 
and entrepreneurial psychology is clearly inadequate.* It leaves 
out entirely the more fundamental, long-run determinants of in- 
vestment demand—..e., the “circumstances having a tendency to 
raise the rate of profit,” which Mill so rightly emphasizes. It is 
essential to inquire what effect wage changes might have on these 
“circumstances” and thus on the volume of investment and the 
level of income. 

Before we turn to a consideration of these longer-run forces, 
one rather curious point in some current treatments of investment 
should be noted. Suppose, for the sake of argument, that a reduc- 
tion in wages is followed by an initial increase in employment and 
income. Now why, it might be asked, will not the increase in in- 
come itself call forth new investment and thus provide its own 
justification? An obvious answer is that the existence of all- 
around excess capacity is assumed to begin with, and hence the 
increase in employment will not necessitate the building of any 
new capacity.’ This answer is not entirely satisfactory, however 
—for if there is excess capacity in all branches of the economy it 

8 So far as the General Theory is concerned this is not a criticism. Mr. Keynes’s 
objective was to construct a general theoretical framework which would relate in 
significant fashion the major factors that determine the level of output and em- 


ployment. It is in no way essential to the successful accomplishment of this task 
that each of these factors in turn be subjected to exhaustive analysis. 


* This might not hold after a long depression, when there might be unemployed 
labor without excess plant capacity (if replacements have been curtailed). An in- 
crease in employment and income would then necessitate new investment, which in 
turn would further increase income and employment. Some writers have concluded 
that the interaction of increases in investment and income on each other would go 
on indefinitely and would provide the basis for continuing prosperity. 

Professor Hansen has pointed out that the stimulus to investment provided by 
increasing consumption—assuming the increase cannot be taken care of with exist- 
ing capacity—“‘soon peters out” (Full Recovery or Stagnation [New York, 1936], 
Pp. 395). Fora more extended treatment see P. A. Samuelson, “Interactions between 
the Multiplier Analysis and the Principle of Acceleration,” Review of Economic Sta- 
tistics, XXI (1939), 75-78; ‘“Theory of Pump-priming Reéxamined,” American Eco- 
nomic Review, XXX (1940), 492-506. 
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is something of a mystery why there should be any net invest- 
ment at all. 

The trouble here is to be found in a tacit assumption, common 
to much current economic analysis, that all branches of the econ- 
omy expand, contract, or stand still together. It is this assump- 
tion that makes it hard to see how there could be any net invest- 
ment while there is general excess capacity. But in fact the rate 
of development of different sectors of the economy is not uni- 
form."° 

Thus, even with total income and total demand constant, or 
falling, the demand for certain commodities is likely to be in- 
creasing. In other words, shifts in demand—from “‘old”’ to “new” 
products—will be occurring. Now if any durable equipment is re- 
quired in the production of the goods and services toward which 
demand is shifting, the shifts will give rise to net investment. The 
failure to reinvest such part of depreciation quotas as are still 
being earned in the “‘old” industries provides only a partial offset 
to the new investment in the expanding fields. 

Shifts in demand might occur as a result of changes in con- 
sumer taste, of changes in the relative rewards of the factors in 
various sectors of the economy, or of technological development 
and geographical expansion.” Over the last hundred and fifty 
years the initiative has come predominantly from the technologi- 
cal and geographical side. Shifts occur on both the consumers’ 
goods and producers’ goods levels—the more important develop- 
ments affecting both types of goods. 

The importance for investment of any particular shift depends 
on (a) the ratio of capital equipment to output in the industry 
concerned and (6) the extent to which the change upsets tech- 
niques and habits outside the industry directly affected. The rev- 
olutionary changes of the past—introduction of steam power, of 
the railroad, of electricity, opening of superior sources of food and 
raw material supply—have had far-reaching effects on the data 


t© For an excellent statistical treatment of uneven rates of growth in an expanding 
economy, see A. F. Burns, Production Trends in the United States, 1870-1930 (New 
York, 1934). 

* Opening of new agricultural land, discovery of new mineral resources, exploita- 
tion of new sources of labor supply. 
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of the whole economic system and have consequently caused 
much secondary and tertiary investment. By way of contrast, 
shifts such as that from cotton or silk to rayon are of negligible 
importance. 

As a source of demand for investment funds, the development 
of new products and new resources has been supplemented by 
the horizontal expansion of the economy through growth of pop- 
ulation and territory. The relation between population growth 
and investment demand is far from simple.” But this much is 
clear: If the necessary conditions for the absorption of additional 
people into the economic system are given, the growth in popula- 
tion will make possible investment in the duplication of existing 
types of capital equipment which otherwise—assuming full em- 
ployment to begin with—would be unprofitable for lack both of 
the labor to operate them and of a market for their products. 
In this way population growth, given favorable conditions, ab- 
sorbs capital and helps to check the fall in the rate of profit 
which accumulation is constantly tending to produce. It thus 
helps to postpone the fateful day when the rate of profit reaches 
the minimum below which accumulation will stop." 

What effect will wage changes have on these longer-run factors 
in the demand for capital? Let us start with the assumption that 
a reduction in money wages is accompanied by an initial increase 
in employment and output. Lower wages will mean lower mar- 
ginal costs and, if prices are free to move and there is no change 
in the degree of imperfection of competition, proportionately 
lower prices. With lower prices each industry will expand output 
along its existing demand curve (demand being sustained tem- 
porarily by the increase inemployment and output). If all indus- 
tries have excess capacity there will, of course, be no need for new 
investment, and income will fall back to its former level—i.e., the 
level that prevailed before the wage cut took place. But we have 
seen that some industries may be expanding even while the ma- 
jority are stagnating or contracting. These expanding sectors of 

12 T have tried to formulate some of the major problems in my article, ‘Population 
Growth and Investment Opportunity,” Quarterly Journal of Economics, LV (1940), 
64-79. 

3 Cf. pp. 119 f., above. 





124 ALAN SWEEZY 


the economy may reach the limit of their capacity in the midst 
of general depression."* If they have reached the limit at the 
time the wage reduction occurs the further increase in their out- 
put will necessitate construction of additional capacity. The in- 
vestment thus generated may be sufficient to sustain the initial 
increase in income. 

Whether it will or not depends on a number of things. In the 
first place, the fields where expansion is going on must have sub- 
stantial importance from the investment point of view. The 
larger they bulk in the whole economy and the higher their ratio 
of capital equipment to output the better for investment. The ef- 
fect of the wage and price reduction will also, of course, be greater 
the higher the elasticity of demand in the expanding sectors. 

The success or failure of the wage-reduction policy will also 
depend on how large a proportion of its increased income the 
community decides to save. And this will depend in turn chiefly 
on how the increment of income is divided between wages and 
profit and how high (relatively) the level of income is to begin 
with. 

The significance of each of these factors may vary enormously 
from one time and place to another. If new products and new 
techniques are rapidly forging ahead and if they are the kind that 
require large amounts of capital equipment the stimulus of a re- 
duction in wages and prices (or the avoidance of an increase)" 
may be considerable. On the other hand, if the expanding sectors 
of the economy are relatively unimportant, or if—though impor- 
tant—they require relatively little capital equipment, there will 
clearly be correspondingly little in the way of investment for a 
change in wages to stimulate." 

4 At the beginning of a depression there is likely to be excess capacity in all 
lines. It is only after the passage of some time that the continued growth of demand 
will catch up with the capacity in the expanding fields. This may have some rele- 


vance to J. T. Dunlop’s finding that reductions in real wages occurred late in de- 
pression (“The Movement of Real and Money Wages,” Economic Journal, XLVIII 
[1938], 413-35). 

ts This is one important way in which population gréwth contributes to the wid- 
ening of the possibilities for investment in a period when the underlying forces of 
expansion are strong. 

*6 Cf. “Population Growth and Investment Opportunity,” of. cit., p. 76. 
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The success of a wage-reduction policy is also conditional on 
the size of the increase in employment and income it is aimed to 
produce. A given reduction may stimulate investment sufficiently 
to support a relatively small increase in income and yet a further 
reduction fail completely to support any further expansion."’ 
This consideration is particularly important in the modern world, 
where the problem of finding adequate investment outlets is be- 
coming increasingly difficult."* A lower wage policy in the re- 
covery period 1935-37, for instance, might have stimulated a 
larger volume of investment and yet failed to bring the economy 
near the goal of reasonably full employment. This leads—as will 
be shown later—to a fundamental dilemma with which wage pol- 
icy is confronted in the modern world. 

A further qualification must be noted. The investment which 
would result from a movement along existing demand curves— 
consequent on a general wage and price reduction—is itself a rela- 
tively short-run factor. Once the capacity to handle the larger 
output had been constructed, investment would cease. Truly 
long-run investment demand’? is created by the steady shifting 
of demand curves to the right.*® While this objection is perfectly 
valid in itself, there is at least a possibility that a reduction in the 
price of an expanding product will result not only in the tapping 

11 The Keynesian process of falling wages and falling prices with real wages, em- 
ployment, and income remaining unchanged would come into play as soon as the 
reduction in wages failed to stimulate sufficient investment to sustain the further 
increase in income. 

«8 Cf. particularly the testimony of Professor Hansen and others in “‘Savings and 
Investment,” Hearings before the Temporary National Committee, Part 9, May 16-26, 
1939. The problem is one of finding sufficiently large investment outlets for the 
volume of savings that tend to accumulate at a prosperous level of income. Neither 
Professor Hansen nor anyone else who shares his view of the problem has suggested 
—as critics frequently allege—that there will be no further investment outlets. 
Their thesis is rather that with the slowing down in the “horizontal” expansion of 
the economy and with the appearance of new sources of surplus capital accumula- 
tion (until late in the nineteenth century England was virtually alone in the inter- 
national field) there has been increasing difficulty in finding adequate outlets. 


*9 This long run is also relative. Even the most fundamental innovations ex- 
haust themselves in time and must be replaced by new ones. 

2° It should be noted that population growth plays an important role in shifting 
the demand for housing and for agriculture—both heavily capitalized industries— 
to the right. 
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of lower strata of existing demand but will also hasten the devel- 
opment of new demand. In other words, a lower price may in- 
crease the rapidity of shift as well as cause a movement along the 
existing curve. If it does, the special stimulus to investment re- 
sulting from the wage reduction will be considerably greater.” 

The effect of an increase in money wages will be in the opposite 
direction. If as a result of the increase there is an initial falling 
off in employment, the usual Keynesian theory relies on the twin 
assumptions, that the community decreases its consumption by 
less than the decrease in its income and that investment remains 
unchanged, to restore real income to its original amount—only 
now at a higher level of wages and prices. But if on the way back 
to the original position investment is reduced because of the slow- 
ing-down of the growth of expanding industries—which have been 
forced to raise their prices—the original position will not be re- 
gained. 

Mr. Kalecki’s analysis of the French experience of 1936-37 
gives us an interesting study of an actual increase in the general 
level of money wages. In many respects this experience conforms 
very well to the Keynesian model. Prices of industrial commodi- 
ties changed in about the same proportion as industrial wage 
rates and output remained almost unchanged. The slight increase 
in output that did occur can be attributed, Mr. Kalecki thinks, 
to a small increase in real investment. The interesting question 
is: What held investment up? From the analysis developed above 
a decrease in investment would be expected. 

The answer is to be found in the peculiar character of French 
“investment” in the period under consideration. The chief com- 
ponent was the government deficit, which increased partly be- 
cause of increased armament expenditure and partly because 
prices of government operated enterprises were not advanced in 

#t Another factor of outstanding importance in the growth of most new industries 
is the reduction in price made possible by improvement of technique within the 
industry. An acceleration of growth produced by some outside factor, such as a 
reduction in wages, might increase—for a time, anyway—the rate of technological 
improvement. But it would be dangerous to generalize on this point without ex- 


tensive investigation of the facts. Lower wages might also slow down the rate of 
technological advance. This is a problem that clearly needs further study. 
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proportion to the rise in costs. Thus the French experience unfor- 
tunately throws no light on the question as to what effect a gen- 
eral increase in money wages might have on private, profit-seeking 
investment. 

So far we have gone on the assumption that a change in mar- 
ginal cost is accompanied by a proportionate change in prices. 
What happens if prices do not move when wages and marginal 
cost rise? The immediate effect, as Mr. Lorie Tarshis has pointed 
out,” is a redistribution of income from profit-recipients to wage- 
earners. This redistribution of income will increase the commu- 
nity’s propensity to consume, which in turn—provided invest- 
ment does not fall off—will produce an increase in total income 
and employment. Mr. Tarshis sees no reason why investment 
should fall off, unless entrepreneurs react in a thoroughly “‘irra- 
tional’’ way to the increase in wages. He thinks, in fact, that in- 
vestment might increase as a result of the increase in consump- 
tion. 

A thoroughgoing analysis of this case would require, first of all, 
an examination of the possible causes of price inflexibility. Even 
without such a detailed analysis it should be clear, however, that 
Mr. Tarshis’ conclusion requires modification. 

Consider, for instance, an expanding industry in which con- 
cerns are earning what they regard as a “reasonable”’ profit. 
(Unless these are expanding industries there will be no reason for 
new investment, assuming unemployment and excess capacity to 
begin with.) An increase in wages will reduce profit below the 
“reasonable” level. This may easily make concerns (actual or po- 
tential) unwilling to invest in the expansion of plant which the 
continued growth of demand—at the inflexible price—would call 
for.23 Clearly there will be some rate of return below which en- 
trepreneurs in expanding industries will not consider it worth 
while making additional investments. 

22 Paper read to the Conference on Economic Policy, George Washington Uni- 
versity, April 5, 1940. 

23 Some sort of rationing would be necessary. Fora time this would probably take 
the form of lengthening deliveries. After a while the pressure for higher prices would 


become very strong and would probably be successful even in government-regulated 
industries (government regulation is never designed to deny a “‘reasonable”’ profit). 
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Only in case profits are in some sense “unreasonably” or “‘un- 
necessarily” high would Mr. Tarshis’ conclusion hold. The in- 
crease in wages would cut into profits but would not affect the 
willingness to continue expansion at the reduced rate of return.”4 

Perhaps the most serious limitation to Mr. Tarshis’ argument 
is the initial assumption that higher wages will in fact cut into 
profits. If employers are unable to resist demands for wage in- 
creases they can still protect profits by raising prices or by in- 
creasing the rate of labor displacement. Experience in this coun- 
try in the N.R.A. period, 1933-35 (as well as the French experi- 
ence cited above), suggests that they are more likely than not to 
be successful. Mr. Spurgeon Bell’s comprehensive study of wage 
and output data*s shows, for instance, that while average hourly 
rates in manufacturing industries rose nearly 24 per cent from 
1933 to 1935, unit wage cost increased 16 per cent and wholesale 
prices rose 17 per cent. Other studies point to the same general 
conclusion.” 

It has already been suggested that wage policy in the modern 
world may be faced with a fundamental dilemma. Mr. Keynes 
has shown that there is no basis for the traditional belief that a 


policy of wage reduction,’ if it is only carried far enough, will 
necessarily eliminate (or even reduce) unemployment. Whether 


24 An increase in real wages that is brought about through the weakening of 
monopolistic controls, with consequent reduction in prices, has all the advantages 
and none of the disadvantages of an increase in wages with prices constant. A clear- 
cut transition from “monopoly” to “competition” would involve both a reduction 
in profit and an increase in output and capacity. But while this is, from the econo- 
mists’ point of view, an excellent way to approach the problem, it is well to guard 
against overoptimistic expectations as to the results that can be achieved. In reality 
a clear-cut transition from monopoly to competition is rare. Actual changes are 
likely to be from one type or degree of monopolistic competition to another with 
effects on investment that are far from simple. 

2s Productivity, Wages, and National Income (Washington: Brookings Institution, 
1940), pp. 234 and 270. 

6 Leverett S. Lyon ef al., The National Recovery Administration (Washington: 
Brookings Institution, 1935), chaps. xxiii, xxvii. 

27 If a moderate reduction fails to increase employment it is highly unlikely that 
a larger reduction will succeed. The failure of the moderate reduction would indi- 
cate a relatively weak investment response which would not become any stronger 
merely because the experiment was tried again. 
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it will or not depends on the strength and responsiveness of the 
general forces of expansion in the economy. As a number of econ- 
omists have pointed out recently, there is good reason for think- 
ing that those forces are becoming less and less adequate to the 
task of maintaining a satisfactory level of employment and pro- 
duction. 

If this is true the success of a “low’”’ wage policy is likely at 
best to prove partial and temporary. Reduction of wages in a 
period of underemployment might stimulate some increased in- 
vestment and still fall far short of eliminating unemployment. 
Even to the extent that it succeeded it would do so only at the 
cost of storing up more trouble, for the counterpart of lower 
(real) wages must inevitably be higher profits, which in turn will 
cause a higher rate of accumulation. 

It is interesting to note in this connection that the countries 
where a low-wage policy has been most vigorously pursued in re- 
cent years have only achieved a high level of employment with 
the expenditure of huge sums on armaments and war. 

From a long-run point of view the sane policy would seem to 
be one of lessening the economic system’s dependence on a rapid 
rate of discovery of new types of investment demand by increas- 
ing the community’s “propensity”** to consume. Broadly speak- 
ing, this involves the transfer of income from upper- to lower-in- 
come groups—or, in functional terms, from profit-recipients to 
wage-earners. And this would call for higher, not lower, wages. 

But here we find ourselves impaled on the other horn of the 
dilemma. Higher money wages may have no effect at all on real 
wages and employment. If they do result in an increase in real 
wages it will ordinarily be at the expense of reducing investment 
and employment. The only exception would occur where higher 
wages cut into “‘unnecessarily’’ high profits. 

It is a sense of this dilemma that has led economists who think 
it would be desirable to increase consumption to concentrate 
their attention on other methods of raising the share of the wage- 
earning section of the population in the national income. 


*8 It is much more a matter of the “capacity” of lower-income groups than pro- 
pensity of the higher brackets. 
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The Pure Theory of Capital. By Frreprich A. Hayex. New York: 

Macmillan Co., 1941. Pp. xxxi+454. $3.50. 

Of all the controversies which have enlivened the history of eco- 
nomic thought, that concerning the nature and functions of capital is 
certainly the liveliest. Professor Hayek’s latest book is an undoubted 
contribution to this controversy and marks perhaps another step to- 
ward that sweet agreement which, at least according to some theolo- 
gians, constitutes truth. It is, as those who are familiar with Dr. 
Hayek’s earlier work will no doubt surmise, a careful elaboration and 
revision of the “Austrian” theory of capital, showing marks of profit 
from many criticisms of the theory in its cruder form. The concept of 
the time structure of production, that of an interval between input and 
the resultant output, so essential to the Austrian school, is here elabo- 
rated by means of three-dimensional diagrams which illustrate ad- 
mirably the complexity of the concept. The Arcadian days of an “aver- 
age period of production” have gone, and there is substituted, at least 
formally, a time structure which cannot be reduced to any simple 
figure. This is certainly a gain in accuracy—the “average period of 
production” cannot be defended mathematically; yet perhaps we may 
be bullied too easily into disavowing so disreputable an acquaintance. 
It is, after all, first cousin to that distinguished reprobate, the General 
Price Level, which is also mathematically ridiculous and conversation- 
ally indispensable. The three-dimensional diagrams are elegant but are 
not much used, and in applying the theoretical principles in the latter 
part of the volume we often find the author reverting to a rough con- 
cept of “deepening” the capital structure, which is, of course, the 
Average Period back again, smiling and unrepentant. 

In spite of the fact that the work has the appearance of a complete 
and formal treatise on capital, it seems to the reviewer to lack a certain 
unity. Much of the analysis is conducted on a high level of abstraction 
and according to assumptions which are very remote from reality, e.g., 
that individuals and societies wish to provide themselves with a con- 
stant income stream. Indeed, in order to avoid the difficulties of the 
heterogeneity of physical capital, the author defines a change in capital 
as a change in the constant income stream to be derived from it. But 
this surely runs into exactly the same difficulty, as long as we think in 
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purely physical aggregates. Income is as heterogeneous a mass of serv- 
ices as capital is of goods. The more realistic chapters, e.g., those which 
discuss time preference, are excellent in themselves but do not seem to 
follow from the more abstract chapters as in a formal treatise they 
should. 

Perhaps, indeed, the most interesting parts of this work are the in- 
terludes of criticism. There is an excellent discussion of the differences 
between the Austrian and what he calls the “Anglo-American”’ views 
of capital in chapter iv. There is an admirable criticism of certain as- 
pects of Mr. Keynes’s doctrines in chapters xxvii and xxviii. Professor 
Hayek has something extremely valuable to say in criticism of current 
fashions in monetary theory. His insistence on the importance of rela- 
tive prices, on the integration of value theory with monetary theory, on 
“real,”’ permanent, long-run elements in economic life as over against 
ephemeral short-run considerations, is of the utmost importance. Mr. 
Keynes’s economics of surprise, like Hitler’s, may be admirable in pro- 
ducing spectacular immediate successes. But we need Puritan econo- 
mists like Dr. Hayek to point out the future penalties of spendthrift 
pleasures and to dangle us over the hell-fire of the long run. 

This book has many illuminating phrases and penetrating criticisms. 
It is an important milestone in Dr. Hayek’s personal development. 
But it is not yet the “Pure Theory of Capital.” For it is required of 
abstractions that they be fruitful—that they provide a ladder by which 
we can climb from the more to the less abstract. One has the impres- 
sion that many of Dr. Hayek’s abstractions are foundations without a 
superstructure. The theory of capital teaches an important lesson— 
that foundations may be too elaborate. The lesson of Luke 14: 28-31— 
perhaps the first example of capital theory—may also apply to the 


construction of intellectual structures. 
K. E. Boutpinc 


League of Nations 
Princeton, New Jersey 


Government Spending and Economic Expansion. By ARTHUR E. Burns 
and DonaLp S. Watson. Washington: American Council on Public 
Affairs, 1940. Pp. vi+176. $2.50. 

Government S pending and Economic Expansion, by Professors Arthur 

E. Burns and Donald S. Watson, is as unqualified an endorsement of 

spending as has yet appeared. Since the book is apparently intended to 
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popularize the doctrine, it is neither necessary nor appropriate to re- 
view for the professional economist the merits of the familiar proposi- 
tions which are advanced. The book is one of a series published by the 
American Council on Public Affairs which ‘‘is designed to promote the 
spread of authoritative facts and significant opinions concerning con- 
temporary social and economic problems” (p. 175). It seems highly 
appropriate to consider the adequacy of this presentation of fact and 
opinion. 

The first sentence in chapter ii assumes the desirability of spending 
and glosses over its disadvantages with the statement, ‘The chief ques- 
tion involved in government spending is whether the expenditures of 
the Federal Government are large enough and directed well enough so 
as to influence the rest of the economy”’ (p. 13). Part II presents a good 
survey of the development of the various stages of the spending argu- 
ments from pump-priming to secular spending; the chapter ‘“‘Spending 
for What and How?” in Part ITI indicates the need of a clear recogni- 
tion of the objectives of spending and the varying effects of different 
types of spending. The authors state that a “large volume of deficit 
spending—upwards of five billion a year—cannot help but bring in- 
creased private investment and economic expansion, if spending is con- 
tinued as long as is necessary” (p. 106). 

It is the discussion of objections to the program that will most dis- 
turb those who oppose unrestricted spending as a cure-all. Reference is 
made with apparent approval to the argument that total debt, not gov- 
ernment debt alone, is important and that “‘an increase in the public 
debt associated with spending is to be looked upon simply as the neces- 
sary counterpart of expansion brought about by public enterprise” 
(p. 129). The piling-up of debt can continue indefinitely (p. 131), and 
the government as the monetary authority can reduce the burden by 
“changing items in our national bookkeeping” (retiring bonds with 
newly created currency and increasing reserve requirements of member 
banks commensurately [p. 133]). No objection is recognized to a capi- 
tal levy other than that “it would most likely be an unpopular meas- 
ure” (p. 134). It is later stated that higher tax rates probably will result 
from public spending, but that the only alternatives to tax increases are 
financing by borrowing exclusively or abandoning public spending. 
“‘Few would suggest complete resort to borrowing. The other path—no 
relief-recovery expenditures at all—is blocked on economic and politi- 
cal grounds. Thus the criticism of spending because it leads to in- 
creased taxation . . . . can have little bearing on policy” (p. 148). 
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Because it brings together in one place the arguments for govern- 
ment spending, the book should be a very useful point of departure for 
undergraduate teaching where the assumptions can be pointed out as 
such and the other arguments necessary for balanced judgments can be 
developed at more length. The book received extensive newspaper pub- 
licity, in some of which it was stated that “The American Council of 
Public Affairs, holding that a long-range spending program was essen- 
tial to a ‘sound national economy,’ contended that the Roosevelt 
spending program had not been successful because it was begun too 
late and had not spent enough.” Such news items were reprinted with 
apparent approval in an advertising circular distributed by the Coun- 
cil. As a plea for more spending, the book is able and effective and rep- 
resents the views of many economists. As a statement of “‘authorita- 
tive fact,’’ the book seems to fail to distinguish adequately between 


fact and opinion. 
DAN THROOP SMITH 


Harvard University 


Deficit Spending and the National Income. By HENRY HILGaRD Vi1- 
LARD. New York: Farrar & Rinehart, Inc., 1941. Pp. xviii+429. 
$3.50. 


The book presents chiefly a critical and summary discussion of the 
many problems dealt with in the literature on deficit spending of the 
last ten years. It begins with definitions of such terms as “national 
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income,” “gross and net output,” “consumption and savings,” “‘sav- 
ings and investment,” “‘means of payment,” and “income velocity.” 
The extensive discussion around the question of whether or not savings 
and investment are equal is reviewed in a clear and constructive way. 

Means of payment are defined as currency outside of banks plus ad- 
justed demand deposits. Annual income payments divided by this 
money supply are assumed to reveal the income velocity of money. 
Fluctuations in the latter are chiefly attributed to transfers from active 
or current to inactive or capital balances. Real changes in the income 
velocity are considered to be small. Newly spent money is held to cir- 
culate at the average velocity of money as measured in prosperity. 
Clark ’s idea that additional money might have another velocity than 
the average velocity of existing money is rejected. On this, however, 
Villard seems to be correct only if either additional money splits up 
into active and inactive money in the same ratio as the prevailing 
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money supply or if in prosperity there are no inactive cash balances. A 
strict proof of either point of view seems impossible. 

The discussion of definitions is followed by a brief review of the 
crucial points in the business cycle. For the theories of the business 
cycle Villard proposes a classification of three groups according to sug- 
gested cures for the crises. The first group is to include those that advo- 
cate more savings and less investment; the second group those that 
advocate less savings and more investment; and the third group those 
that advocate less savings and more consumption. 

Great care is taken in explaining the working of the multiplier and 
the different concepts of it. These chapters are, as is the whole book, 
clear and instructive and should help to eliminate many misunder- 
standings. 

A compilation of all net income increasing expenditures of federal, 
state, and local authorities is original. The series goes back to 1929, 
and the methods of compilation are described. 

Of special interest is Villard’s discussion of the value and computa- 
tion of the multiplier. It is stressed that the multiplier is not a constant 
value. It depends upon prevailing leakages which change with condi- 
tions during the business cycle. Savings as one source of leakage should 
be small at the bottom of the depression but should increase with the 
national income. On this account the multiplier must be expected to 
decline with prosperity. On the other hand, such leakages resulting 
from liquidation of inventories will decline with increasing business. 
Furthermore, private investments should grow with total activity. If 
these are considered as indirect effects of spending, the multiplier will 
grow further with them. Villard points out, however, that there is no 
way to prove that the private investments are really effects of spending 
and not capital outlays which developed independently in spite of 
spending. One might ask whether the theoretical deductions should 
not have been carried somewhat further. Should not investment, as 
savings, be expected to follow certain patterns, supposing that no inde- 
pendent technical changes take place? Inventories, for instante, might 
grow first, then replacement demand, and finally, when the national 
income has forced the full use of existing productive capacities again, 
and only then, does the demand for expansion appear. Then the mul- 
tiplier should develop from a high value at the bottom of the depression 
to falling values with increasing savings to an abruptly rising value if 
and when aggregate demand outruns prevailing capacities. As long as 
the last stage is not reached, pump-priming might be considered incom- 
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plete and stoppage of spending should dry the pump again, even though 
all other requirements for successful pump-priming were present. 

Villard’s review of 1937-38, which is a part of his interesting review 
of economic development since 1929, seems to rely too heavily on the 
idea of secular oversavings. In 1937 the country’s capital was already 
too small as compared with the increased population and working 
force. The recovery problem must therefore have been a cyclical one 
and should have been solvable by true pump-priming. Oversaving is 
not yet secular to such an extent in our economy that nine years of 
depression should not have turned a superabundance of capital into a 
deficiency. 

As a cure for secular oversavings Villard suggests relying on savings- 
reducing measures rather than on continuous deficit spending. The 
reasons advanced are chiefly of a political character but are well chosen 
and carefully weighed. This political soundness together with Villard’s 
especially keen theoretical analysis makes the book worth-while read- 


ing for any student of public spending. 
ALFRED KAHLER 


New School for Social Research 
New York City 


The Search for Financial Security. By ROBERT B. WARREN. New York: 

Columbia University Press, 1940. Pp. vi+91. $1.25. 

This highly readable and interesting little volume puts between 
covers five lectures delivered at the 1940 summer session of Columbia 
University. “‘At certain times a single word is the epitome of an 
epoch,” says the opening sentence of chapter i. Such a word is “‘se- 
curity,” the central theme of the book. Chapter i deals with money in 
this country—pocket money and bank money. The integrity of a mon- 
etary system is based on the interconvertibility of its several parts. 
The events that climaxed in early March, 1933, proved that we did not 
possess such a money system. “Since 1933 we have lost the security 
that went with the convertibility of currency into gold coin, and have 
gained the security that comes from the perfect interconvertibility of 
currency and bank deposits because both represent the same thing— 
non-interest bearing public debt” (p. 14). 

This last is true, Mr. Warren indicates, because practically all pocket 
money now created represents, in the last analysis, paper put out by 
the government to buy silver and gold and because the major part of 
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our bank balances is supported not by commercial loans but by hold- 
ings of federal bonds and by “cash” reserves which ultimately are, or 
are convertible into, that same government paper. Banking is the sub- 
ject of chapter ii. This chapter concludes as follows: “. . . . the ancient 
banking business of lending to business enterprise has largely vanished 
. ... the banks have achieved for themselves and for their depositors a 
maximum of security; but in this process they have largely gone out of 
the banking business”’ (p. 32). 

This means that the old distinction between bank credit and capital 
supply or loans has largely vanished; and that is the burden of chapter 
iii. The earlier “limitation of credit to the short market” was to mini- 
mize time hazards and maximize the convertibility of credit to cash (at 
par). Legislation has sought to remove the hazards chiefly through the 
extension of the rediscount privilege at the Federal Reserve banks. 
“‘Our political economy, our banking system, and our money system 
are an integrated and harmonious composite... . . And the corner- 
stone of our political economy has become the Federal deficit”’ (p. 50). 

And how are our individual capitalists seeking security? Largely 
through two channels (other than bank deposits)—the life insurance 
companies and trust estates. Chapter iv deals with “‘ The Institutional 
Market,” where “the capitalist has given way to the creditor and the 
rentier, a word formerly unknown to American capitalism” (p. 55). 
The “‘ubiquitous search for security” (p. 65) has caused the conver- 
gence of “‘the demand of three institutional purchasers, having three 
different contractual relations with the public’’ (p. 63), resulting in a 
heavy immediate price being paid for the desired security in the form 
of the current very low interest rates, and perhaps overcrowding the 
security lifeboat besides. It is not without interest to observe Mr. War- 
ren’s former associate at Case, Pomeroy and Company, Commissioner 
Sumner T. Pike of the Securities Exchange Commission, speaking 
later to the T.N.E.C. on the life insurance companies, in part as 
follows: 


. ... Their investment policies actually encourage debt financing and in 
so doing may eventually seriously disrupt the very business foundation 
upon which their prime trustee securities rest. Recognizing that life insur- 
ance funds should not be recklessly invested in highly speculative securities, 
there does appear to be room for the long term investment of a portion of 
their funds in common stocks of substantial corporations with an established 
record of earnings. 
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The final chapter sums up the book in its last two sentences: “ The 
search for security is and must be continuous and unending, for the 
security of today becomes the insecurity of tomorrow. The price of 
security is the realization that as an absolute it is unattainable; some- 
thing always to be sought, but never to be found.” 

Mr. Warren, scholar that he is, would probably be the first to admit 
some oversimplification in this tract on insecure security. He has done 
a good job in the development of his main thesis. It is a curious world 
indeed which has included occasional negative interest on United 
States Treasury paper and also the Serbs, the Greeks, and the R.A.F. 
Perhaps there is something to that contrast which deserves a tract not 
less scholarly than Mr. Warren’s. 

As an anticlimax, may the reviewer call attention to one of Mr. 
Warren’s errors, where on page 11 he says that “‘our Federal Reserve 
notes still promise to pay gold”? Mine promise only to pay “dollars.” 

F. E. RICHTER 
New York City 


Taxation and Fiscal Policy. By MABEL NEWCOMER. New York: Co- 
lumbia University Press, 1940. Pp. vi+89. $1.25. 

This book is a publication of lectures delivered at the 1940 summer 
session of Columbia University. The author points out that they are 
intended for readers without special training in public finance. The five 
chapters treat the increasing cost of government; systems of taxation; 
justice and taxation; competition and co-operation among taxing juris- 
dictions; and, finally, government fiscal policies and business fluctu- 
ations. 

The analysis of issues is in terms of a liberalized orthodox emphasis. 
Thus government is found to cost more today mainly because of the 
expansion of public services. The doctrine of capitalization of the 
property tax is opposed to the movement for “relief of real estate.” 
Taxation for social control is held to be legitimate. In taxation for 
revenue the benefit principle is recognized but that of ability to pay is 
given the major role. It is said that the revenue realized from the cor- 
poration income tax would be obtained with greater equity if the in- 
dividual shareholders were taxed on the entire income, undistributed as 
well as distributed, from their investments in corporation stock. And 
the argument is advanced that if we are ever going to balance the budg- 
et we should make a start. “I do not really imagine that a balanced 
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budget is attainable in 1941. But in the interest both of politicai re- 
sponsibility and of preventing excessive price increases, we should at 
least make the attempt.” 

This is a good and useful little book. Moreover, it is written in con- 
versational style and is most interesting. The layman will learn much 
from it; and the specialist will obtain pleasure as well as profit from 
an examination of the broad strokes with which Professor Newcomer 
paints the ‘‘tax picture.” 

The reviewer must, however, dissent at some points. It is scarcely 
accurate to say that ‘‘old age pension schemes are more likely to expand 
than to diminish, for the average length of life is increasing rapidly” 
(p. 8). Adults live but slightly longer than they did a generation ago. 
The larger proportion of aged in the population is to be explained on 
other grounds. The statement that “‘the lag in time of payment [of the 
personal income tax] is a drawback” (p. 24) seems to the reviewer as 
not justified. The taxpayer may properly be expected to put aside 
from present income to pay his tax. Of another order is the reviewer’s 
opinion of the following: ‘‘While ability is interpreted to mean sacri- 
fice, and the sacrifice involved is a mental attitude, it is not so much 
the actual mental attitude of the taxpayer which concerns us as the 
mental attitude we think he ought to have’’ (p. 36). This may be true. 
But, if so, nothing could demonstrate more effectively the bankruptcy 


of the theory of ability to pay. 
M. SLADE KENDRICK 


Cornell University 


Unemployment and the Unemployed. By H. W. SINGER. London: P. S. 

King & Son, Ltd., 1940. Pp. x+152. 8s. 6d. 

The title of this book accurately suggests its content, for the text is 
divided into two parts: the first is devoted to an analysis of the char- 
acter of unemployment and a criticism of recent government policies, 
and the second, to a study of the impact of unemployment upon the 
personality of those who are its victims. The title, however, does not 
suggest the practical good sense and sympathetic insight which are its 
chief merit. Although it is a book written primarily for the general 
public, it is one which may be read with profit by administrators and 
economists as well. The author had a share in the Pilgrim Trust Unem- 
ployment Enquiry, the results of which are summarized in the volume 
Men without Work, and it is the impressions and stimulation of this 
inquiry, he tells us, that have evoked this book. 

Dr. Singer is intent upon exploding certain formulas which he be- 
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lieves hinder the development of a sound policy for dealing with unem- 
ployment in Great Britain: (1) the argument that because unemploy- 
ment is intermittent in most cases nothing need be done about it, and 
(2) that there are “not enough jobs to go round,” so that most of the 
effort directed toward creating or finding jobs is futile. He counters the 
first argument by pointing out that it is intermittent unemployment 
which constitutes a danger—one of the main dangers of unemploy- 
ment—because it engenders insecurity throughout the whole working 
population. In reply to the second, Dr. Singer asserts that the difficulty 
is not that the number of jobs is fixed but that barriers of place, age, 
sex, industry, and skill prevent an economically satisfactory combina- 
tion of men and work. The nature of these barriers and the proposed 
means of overcoming them are discussed in some detail. The sections 
dealing with the barrier of place in the depressed areas are especially 
interesting. Dr. Singer is impressed by the contradictory effects of pur- 
suing a policy of attracting workers out of the depressed areas at the 
same time that efforts are being made to bring in new industries, espe- 
cially when transference means taking out the young people and there- 
by sapping the district of the vitality and adaptability of a youthful 
population. In the author’s opinion there is very little scope for further 
improvement along present lines of government policy in the depressed 
areas. 

Dr. Singer is not content to deal with the problems of unemployment 
en masse or in their sociological and economic context. He is keenly 
concerned about the adjustment of the individual to the conditions of 
unemployment, and on this subject he has some wise things to say. He 
is sensitively aware of the difficulties of the man long out of work, in the 
prosperous as well as in the depressed areas. He treats with more than 
academic insight the situation of the problem child of the depression— 
the boy who in his teens has been placed prematurely in a position of 
economic importance in the family because he has been able to get a 
job, and who in the early twenties suffers the humiliation of being 
thrown out and made dependent on the dole because he is “too old”’ 
for the blind-alley occupation which a few years earlier made him the 
cock of the walk. Coercive methods designed to force these young peo- 
ple into training or work projects have failed notoriously. Dr. Singer 
has some daring suggestions for winning their co-operation. It isa grim 
reflection that in England a new war has offered the only effective solu- 
tion for the difficult problems of these unhappy and often bitter vic- 
tims of a post-war depression. 


Northwestern University 


HELEN FIsHER HOHMAN 
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Das Existenzminimum in Deutschland: Untersuchungen tiber die Unter- 
grenze der Lebenshaltung. By J. Rosen. Zurich: Verlag Oprecht, 
1939. Pp.go. Rm. 4.50. 

The author deals with a research into the standard of living of un- 
employed workers in Berlin, made as a private study in the summer of 
1933 on the basis of the housekeeping accounts of ninety families in 
Berlin. The results of this inquiry were compared with those of an 
official study of the standard of living of workers’ families made by the 
Statistisches Reichsamt in 1927. This comparison between different 
standards of living in quite different economic and social situations, in 
prosperity and in a time of crisis, shows the alteration in the distribu- 
tion of several items in the budget of workers’ families when their situa- 
tion has deteriorated. The author proves that, while the general 
development, of course, leads to the consumption of cheaper or worse 
food, there are some kinds of expenses, for instance for tobacco and 
sugar, which, instead of decreasing, increase. In general, individuals 
and families follow the trend of changing food customs, but, with re- 
gard to certain kinds of food and under certain conditions, there is 
some deviation. The author thinks that this statement is important. 
He tries to show that the general opinion that there is a certain mini- 
mum standard of living is virtually wrong. He stresses the fact that dete- 
riorations of standard of living of unemployed people still took place in 
Germany although even one or two years before the public opinion was 
that a further deterioration of standard of living would not be possible. 
Thus the author shows deterioration in the years of the German crisis, 
and he underlines the rapid deterioration from 1932 to 1933. For the 
individual there is a certain lowest level, but for a population as a 
whole one cannot fix an absolute minimum. This general principle is 
inferred by the author from the results of his study and from compari- 
son between different standards at different times and in different 
situations. Rosen’s study is not based on the present situation in 
Germany. He does not give any data on the further development of 
the standard of living after 1933, although the economic situation and 
especially unemployment have completely changed. Thus the material 
of his study is not up to date. But within that frame its results are in- 
teresting and fruitful. 

Otto LEICHTER 
Cooperative College Workshop 
Haverford, Pennsylvania 
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Consumer Representation in the New Deal. By Persia CAMPBELL. 
(“Columbia University Studies in History, Economics, and Public 
Law,” No. 477.) New York: Columbia University Press, 1940. Pp. 
298. $3.25. 

Miss Campbell’s “Introduction” summarizes the changes in the po- 
sition of the consumer resulting from the growth of large corporate 
enterprise and the changing public attitude toward competition and 
states that the central question arising out of those changes is how 
“the consumer point of view” can “be brought to bear effectively in the 
reshaping of our public policy towards industry.” 

The bulk of the book (pp. 27-261) is devoted to a history of the recent 
outstanding experiments in bringing that point of view to bear in at- 
tempts to govern industry—a history, that is, of the organization, ac- 
tivities, and policies of the agencies set up under the New Deal to repre- 
sent the consumer. The struggles of the Consumers’ Advisory Board 
of the National Recovery Administration are dealt with in greatest 
detail, recognition being given to the effect of procedure and of person- 
nel on the Board’s policy. After a briefer consideration of the Con- 
sumers’ Counsel appointed in connection with the National Bitumi- 
nous Coal Act, a long chapter deals with “‘consumer policy” as it was 
expressed in the attitude of the Consumers’ Advisory Board toward 
many of the issues which arose in the framing and administering of 
codes. There are sections on price policy, production control, control of 
distribution, and quality labeling. Here there is presented much mate- 
rial which should be of interest to anyone concerned with the compli- 
cated and stormy history of the early days of the New Deal. Various 
documents, not readily available, are quoted at considerabie length, 
and an effective picture is drawn of the persistent and unsuccessful 
opposition offered by the Board to the dominant purpose of the indus- 
try committees to maintain rigid structures of costs and prices and 
marketing channels. 

A briefer chapter deals with the efforts of the Consumers’ Counsel 
Office of the Agricultural Adjustment Administration. A rapid survey 
of the adjustment program is followed by an account of the functioning 
of the office and its present status in the Department of Agriculture. 

The brief concluding chapter opens with the statement that the his- 
tory of consumer agencies under the New Deal “demonstrates that 
there is a specific consumer interest in the industrial process which can 
be clearly formulated with reference to particular issues.’’ The ineffec- 
tiveness of the New Deal consumer agencies was due 
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not to the unreality of the consumer interest, nor its want of significance in 
promoting the general welfare, but to the lack of bargaining strength in the 
total consumer position. The main problem ... . is how to bring the con- 
sumer interest effectively to bear in the functioning of the national economy. 


That main problem is then dealt with in sixteen pages. The arguments 
for various types of agencies to represent the consumer within the fed- 
eral government are presented, and various possible divisions of func- 
tion are considered. Especial stress is placed on the need for co-ordinat- 
ing the different elements now found in “‘the consumer movement.” 
Here, it seems to the reviewer, Miss Campbell is dealing summarily 
with problems which deserve much more thorough analysis. The mass 
of factual material in the historical chapters is valuable for the light it 
sheds on problems of securing effective consumer representation. The 
precipitancy of the conclusion does not, of course, invalidate that cen- 
tral part of the book, which remains of value, however strongly one 
may feel that Miss Campbell has not dealt adequately with the prob- 
lems of analysis which she sets herself in the final chapter. 


ELISABETH ARMOUR CURTISS 
Wellesley College 


Unfair Competition: A Study in Criteria for the Control of Trade Prac- 
tices. By JoHN Perry MILLER. Cambridge: Harvard University 
Press, 1941. Pp. xiii+438. $4.00. 

Professor Miller’s book is the third volume of the “Harvard Studies 
in Monopoly and Competition.”” The quality of this work, like that of 
the preceding two, whets the appetite for more. The contributions of 
the volume are (1) a careful summary of the legislative, judicial, and 
administrative developments affecting the regulation of trade practices 
in this country (Mr. Miller is perhaps at his best in making brief char- 
acterizations), (2) the economic appraisal of trade practices in terms of 
the monopolistic competition analysis, and (3) a contrast of legal and 
economic concepts and approaches to the problem. 

After a brief discussion of the period prior to 1914, there follow 
in order reviews of the nature and results of regulation under the Sher- 
man Act, the Federal Trade Commission, the Clayton and Robinson- 
Patman acts, and the National Recovery Administration. Interlarded 
with the portrayal of the legal developments is much economic analysis; 
particularly noteworthy are the discussions of price discrimination, re- 
sale-price maintenance, and tying and exclusive arrangements. The 
economic analysis frequently ranges beyond that which might be con- 
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sidered essential to the purposes of the volume, perhaps because the 
author felt that it was necessary, in view of the controversial stage of 
much of this type of theorizing, to work out the bases of his thinking 
before the eyes of the readers. The more important reason may be the 
author’s position that regulation should stem more largely from con- 
sideration of the economic and social results of trade practices instead 
of from the typical legalistic concern with the means employed. In any 
event, he would have made his meaning clearer and have had oppor- 
tunity to push further if it had been possible to assume much that he 
sets out in detail. 

Mr. Miller is thoroughly aware that the recent and current qualita- 
tive dissections of “competition” and “monopoly” have not only made 
his point of view logical and necessary but have enormously compli- 
cated the problems of regulation. Much of the discussion (except on 
the negative level) is essentially exploratory (see, e.g., the discussion of 
the pricing system and the business cycle, pp. 386-92). Undoubtedly, 
however, readers will see the issues more clearly because of this book; 
that in itself makes the study very much worth while. 

It would be illuminating to compare this volume with Public Regula- 
tion of Competitive Practices in Business Enterprise (3d ed., 1940), by 
Myron W. Watkins, published by the National Industrial Conference 
Board, which goes over much of the same ground. The reviewer will 
not attempt this comparison except to point out the disagreement con- 
cerning the role of the Federal Trade Commission’s trade practice con- 
ference procedure. Professor Miller holds that the recent amendments 
to the Federal Trade Commission Act “‘apparently opened up new and 
wide vistas” for the trade practice conference procedure, whereas Pro- 
fessor Watkins concluded that the trade practice rules as they now 
stand “‘represent little more than a gesture of goodwill on the part of 


the Commission.” 
E. T. GRETHER 
University of California 
Berkeley, California 


Survey of British Commonwealth A ffairs, Vol. 11: Problems of Economic 
Policy, 1918-1939, Part I. By W. K. Hancock. New York: Oxford 
University Press (issued under the auspices of the Royal Institute of 
International Affairs), 1940. Pp. xi+324. 15s. 

This volume, by the professor of history at Birmingham University, 
is part of a three-volume work, of which the third volume (Part II of 
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Vol. IT) is still to come and the first volume, published earlier, is not 
available to me. It deals with the economic relations of the United 
Kingdom with Canada, Australia, and New Zealand in relation to the 
tariff policies of these four countries from 1918 to 1939. A very sugges- 
tive and learned sketch of their commercial policy relations inter se and 
with the outside world from the beginning of the Empire to 1918 pro- 
vides an introductory first chapter. 

The quality of the book is high, from the points of view both of his- 
tory and of economics, and in the literature of the field of commercial 
policy it is one of the happiest blends of economic history and economic 
analysis that I know of. Its tone is sane, liberal minded, objective, 
modest throughout, and its conclusions are made consistently to rest 
on the products of a combination of masterly command of the relevant 
political and economic history of the respective areas and on sound, if 
not profound, command of the tools of economic analysis. It is “politi- 
cal economy” at very nearly its best, although the author writes as a 
historian and not as an economist. 

The central problem with which the book deals is of the utmost im- 
portance—if Hitler does not win—not only for the British Empire but 
also for the United States. If there is to be any hope for a really better 
world after this war, it must rest on expectations of substantial and 
enlightened economic co-operation between the British Empire and the 
United States. If such co-operation is to become a fact, it must involve 
a substantial reversal on the part of the British Empire of its renewed 
trend since the last war toward a closed Empire (and on the part of the 
United States a much more rapid pace of execution of the Hull program 
of removal of American trade barriers). To the furtherance of such an 
objective this volume, if thoughtfully read by British statesmen and 
economists, has an important contribution to make, on the British 
side, for it discloses, objectively and persuasively, and on the basis of a 
wide and catholic range of considerations, the economic and political 
limitations and costs and the internal contradictions of the “closed 
Empire”’ program even when looked at from a“ British” point of view. 


JacoB VINER 
University of Chicago 


The Changing Pattern of International Economic Affairs. By HERBERT 
Frets. New York: Harper & Bros., 1940. Pp. x+132. $2.00. 
This book by Dr. Feis—the well-known economic adviser in the De- 
partment of State and author of Europe: The World’s Banker—sum- 
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marizes a series of lectures recently given in Columbia University. Dr. 
Feis describes the disorganization of international trade through the 
growth of economic nationalism, the crippled status of economic rela- 
tions in the onrush of war, and the new devices of commercial policy. 
There follows a study of the United States—her competitive strength 
during and after the last war, her accumulation of large foreign invest- 
ments, her inability and that of the debtor countries to adjust their 
economy to this situation, the ensuing repudiation of debts, the inflow 
of foreign-owned gold seeking refuge, and the acquisition, now in full 
swing, of this gold. It is stressed that, however privileged has been the 
position of the United States in the past, she must now act in accord- 
ance with Adam Smith’s thesis that “defence is of much more impor- 
tance than opulence.” 

Anyone less acquainted with international affairs than Dr. Feis 
would have failed to cover so wide a field in one hundred and thirty 
pages without making his story too condensed to be read with ease or 
too thin to be read with interest. Dr. Feis has a commendable way of 
passing over technicalities with which his readers are likely to be ac- 
quainted, without shrinking from entering into details really required. 
Few people outside the range of specialists know the exact meaning of 
such new implements of commercial policy as “payments agreements,” 
“compensation agreements,” or “barter accords,” and nobody could 
explain them better than Dr. Feis. 

The apparent ease with which Dr. Feis explains events of the last 
twenty years may induce the inexperienced reader to think that the 
economic history of this period is simple and unequivocal. Few stu- 
dents who have grappled with the problem of the big depression that 
began in 1929 would adhere to such a view. Though Dr. Feis traces 
the disorganization of international trade back to 1914, his analysis 
seems to suggest that the particular outburst of economic nationalism 
around 1930 was occasioned by various new impediments to trade 
which certain countries, for no quite obvious reason, introduced in the 
late twenties: a self-generating process was thus started which swept 
over the world, smashing established economic relationships. It may 
well be asked, however, whether the disturbances were not more pro- 
found—if the government interventions were not symptoms rather 
than the illness itself. The question is important, for upon the reply to 
it depends the nature of the appropriate therapeutic measures. It also 
appears that the history of commercial policy during the thirties can be 
clearly understood and explained only with the help of some factual 
information—not supplied in the book under review—concerning the 
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place of particular countries in the rather complicated network of 
bilateral trade balances serving the transfer of interest and dividends 
from debtor to creditor countries. It is only fair to point out, however, 
that even much more detailed accounts of recent economic history than 
that of Dr. Feis fail to give such information. 

The exposition is made without the bias which so frequently com- 
promises economic interpretations in disturbed times. Yet the book 
is no dry account of technicalities—it is rather the fact that the 
analysis vibrates with human sentiment that makes it at once highly 


readable and highly commendable. 
FoLKEe HILGERDT 


Princeton, New Jersey 


Europe’s Trade: A Study of the Trade of European Countries with 
Each Other and with the Rest of the World. By Economic INTELLI- 
GENCE SERVICE, LEAGUE OF Nations. Geneva (New York: Co- 
lumbia University Press), 1941. Pp. 116. $2.00. 

The reviewer wishes to join in the welcome that has been extended 
to the Economic, Financial, and Transit Department of the Economic 
Intelligence Service of the League of Nations in its new location in 
Princeton and to record the great usefulness that this special study, the 
first issued since arrival here, will have for the people of the United 
States. The study is to be followed by another on similar lines covering 
the trade of the rest of the world. 

The usefulness of the present work is that in its review of Europe’s 
trade for that continent, inclusive and exclusive of the United King- 
dom, it provides an excellent factual basis for a fairly precise deter- 
mination, for the United States, of the role of each part of Europe. 

The study encompasses a survey of the magnitude and composition 
of Europe’s trade within the area of Europe and with the rest of the 
world; consideration of the trade of Europe with the British Domin- 
ions, including India and Continental Europe’s overseas territories; an 
analysis of trade balances; and a new detailed interpretation of the 
methods of settlement of the principal trade balances that originate in 
the main channels of multilateral trade. In addition there is an ex- 
tended analysis of trade in a large number of individual products. The 
book contains nineteen diagrams, forty-two tables and Appendix 
tables, including new tabulations of trade in thirty-seven important 
products, trade balances, and details of individual country trade totals. 


ARTHUR R. UPGREN 
University of Minnesota 
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Capital Requirements: A Study in Methods as Applied to the Iron and 
Steel Industry. By INDUSTRIAL COMMITTEE OF THE NATIONAL RE- 
souRCcES ComMMITTEE. Washington: National Resources Planning 
Board, 1940. Pp. v+54. $0.20. 

This report of the Industrial Committee of the National Resources 
Committee’ continues its study of methods for inductive analysis of the 
interrelations connecting economic activity in various sectors of the 
American economy to one another and to gross national activity. The 
Committee’s Patterns of Resource Use,? published earlier, dealt with the 
relation between output and the corresponding man-power require- 
ments in various industries and national income and presented output 
and employment estimates by industries for high-income levels. The 
present study does the same thing for capital requirements, using the 
steel industry as an illustrative case. The choice of the steel industry 
was a happy one, both because data for the industry are relatively good 
and because the question examined is of great current interest. 

The analytical tool used was the familiar graphical-algebraic, mul- 
tiple-regression technique used also in the earlier report. The basic 
analytical assumptions were also the same: (1) that the estimating 
regressions are of simple algebraic form with few variables, (2) that 
the regressions are stable over time, and (3) that the multiple-regres- 
sion technique is applicable to time series. In fairness it should be 
pointed out that the authors themselves emphasized the inadequacy of 
the assumptions, defending their use only on the grounds of simplicity, 
the absence of more suitable alternative assumptions, and the closeness 
of many of their estimates to the actual data. 

The procedure used in estimating the adequacy of steel capacity at 
specified high-income levels was as follows: 

1. Finished-steel consumption was related to industrial production, 
and industrial production to national income, by means of multiple 
regressions fitted to time series on these variables. Then in turn ingot 
production was related to production of finished steel; scrap-steel, pig- 
iron, and ferro-alloy requirements to ingot output; and coke, iron-ore, 
and limestone requirements to pig-iron output. Given a specified na- 
tional income, it was thus possible to estimate in turn industrial pro- 


t The report was prepared by Louis J. Paradiso under the direction of Gardi- 
ner C. Means. 
? Preliminary edition for technical criticism (March, 1939). 
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duction, finished-steel consumption, and so on for the raw-material 
requirements at successive stages of manufacture. 

2. Capacities of the industry to meet its finished-steel, ingot, scrap- 
steel, pig-iron, iron-ore and iron-ore transportation, limestone and coke 
requirements were estimated from data of the United States Bureau of 
Mines and the American Iron and Steel Institute. The capacity figures 
for blast furnaces (pig iron) and ingot furnaces reported by the Insti- 
tute were interpreted by the authors as theoretical or maximum figures, 
and downward adjustments of approximately 10 per cent were made to 
account for normal shutdowns (for maintenance, etc.). The Institute 
(and the steel industry) interprets its reported capacity figures as ad- 
justed for normal shutdowns. The authors’ figures on ingot and blast 
furnace capacity are thus approximately 10 per cent too low. 

3. The estimated actual capacity figures are compared with the 
capacity requirements of (1) to test the adequacy of capacity. 

One criticism of the procedure used in estimating raw-material re- 
quirements, although mentioned by the authors, was not sufficiently 
emphasized. Where it is desired to estimate by multiple-regression 
analysis a variable u from data on another variable z and where u and z 
are connected, say, by the relations 


y = yz), x = x(y), u = u(z), 


it is generally better first to solve these equations for « as a function of 
z and then fit the resulting function rather than first to fit each of the 
three functions and then to solve for u in terms of z. Both methods 
were used by the authors to estimate some of the variables, with ap- 
proximately the same results. 

The Industrial Committee is to be congratulated for its extended use 
of the multiple-regression technique on time series. The current con- 
troversy among economic statisticians around the applicability of least- 
squares analyses of time series can best be resolved by testing the suc- 
cess of the method in many applications. 

Many readers who are less concerned about methods will find the 
report an interesting document in the history of the steel-capacity fight 
in the Office of Production Management. Published in the summer of 
1940, the report pointed quite clearly to a substantial inadequacy of 
capacity at annual income levels of ninety billion dollars and above. 


H. G. Lewis 
University of Chicago 
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Oxford Economic Papers, Nos. 1-4. Oxford: At the Clarendon Press; 
London and New York: Oxford University Press. No. 1 (1938), 
pp. 123; No. 2 (1939), pp. 144; No. 3 (1940), pp. 179; No. 4 (1940), 
pp. 104. 

These papers contain the results of research done at the University 
of Oxford, primarily at the Institute of Statistics. The editors of the 
papers were changing: R. Opie, R. F. Harrod, and E. C. Hargraves each 
acting successively as general editor. The main fields of research have 
been the significance of interest rates for entrepreneurial decisions and 
for the level of economic activity, price behavior and business policy, 
statistical and historical analysis of economic fluctuations in Britain, 
the factors affecting mobility of labor. In addition there are a few 
articles on pure economic theory and on problems of war economics. 

The investigation on the significance of interest rates is based on 
questionnaires sent out to business firms and on conferences with a 
selected group of businessmen. The results are given in an article by 
J. E. Meade and P. W. S. Andrews, “Summary of Replies to Questions 
on Effects of Interest Rates” (No. 1) and in an article by P. W. S. 
Andrews, “‘A Further Inquiry into Effects of Rates of Interest” (No. 3). 
According to a pretty unanimous opinion of the investigated firms, 
short-term and, to a lesser degree, long-term interest rates have no 
effect upon investment decisions. The reason given is that changes in 
interest rates are negligible in comparison with other cost factors, with 
price and demand expectations, and with the margin of risk in business 
planning. The implications of these results for economic theory are dis- 
cussed by M. D. Henderson in his article ‘The Significance of the Rate 
of Interest” (No. 1). 

The inquiry by questionnaire is amplified by two statistical studies. 
These are contained in the articles by A. J. Brown, “The Liquidity 
Preference Schedule of the London Clearing Banks’’ (No. 1) and “In- 
terest, Prices, and the Demand Schedule for Idle Money” (No. 2). In 
the first study the author calculates elasticities of substitution between 
cash (plus short loans) and bills and between investments and advances 
for the period covered, 1921-36. In the other article Mr. Brown sub- 
jects to a statistical test the Wicksellian and the Keynesian theory of 
the interrelationship of the rate of interest and of prices. 

The problem of entrepreneurial price policy is treated in an article 
by R. L. Hall and C. J. Hitch, “Price Theory and Business Behavior” 
(No. 2). The article is based upon another questionnaire investigation. 
The object of the investigation was to find out on what basis firms 
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make their decisions concerning price policy. It is found that the firms 
act upon the “full-cost principle,” i.e., charge a price equal to average 
cost plus a mark-up for profit. The reason for this policy is an oligo- 
polistic situation where the acceptance of a customary price, endowed 
with the quality of ethical fairness, is necessary to establish definite 
expectations as to one’s competitors’ reactions. The aspect of the ele- 
vation of the “full-cost” policy to an ethical norm is discussed by R.F. 
Harrod in an article “Price and Cost in Entrepreneurs’ Policy” (No. 2). 

A historical analysis of British economic fluctuations is found in the 
papers by Sir William Beveridge, ‘“‘The Trade Cycle in Britain before 
1850” (No. 3) and “The Trade Cycle in Britain before 1850: A Post- 
script” (No. 4). The author has compiled indices of industrial activity 
(including a general index) for the period 1785-1849. The indices are 
based on data for twenty-nine industries. Recent economic fluctuations 
in Britain are studied by E. H. Phelps Brown and G. L. S. Shackle in 
the articles, ‘‘ An Index of Real Turnover, 1919-36” (No. 1) and “ Brit- 
ish Economic Fluctuations, 1924-38” (No. 2). In the second paper 
they have calculated indices of employment in the export-sensitive 
trades, producers’ durable goods, consumers’ durable goods, consumers’ 
services, and nondurable goods. 

Two other studies on British economic fluctuations are M. Kalecki’s 
on “ The Short-Term Rate and the Long-Term Rate”’ (No. 4) and Ian 
Bowen’s on “ Building Output and the Trade Cycle” (No. 3). 

The mobility of labor is investigated in three joint studies by H. 
Makower, J. Marschak, and H. W. Robinson, “Studies in the Mo- 
bility of Labour: A Tentative Statistical Measure’ (No. 1) and 
“Studies in the Mobility of Labour: Analysis for Great Britain,’”’ Part 
I (in No. 2) and Part II (in No. 4), and in an article by G. H. Daniel, 
‘Some Factors Affecting the Movement of Labour’’ (No. 3). 

Several articles consider problems of war economics. These are: “‘ Re- 
sources Available for War: A Comparison” by J. A. Brown (No. 3), 
“Consumption, Saving, and War Finance” by E. A. Radice (No. 4), 
“The Controls and War Finance’’ by Ian Bowen and G. D. N. Wors- 
wick (No. 4), and “The Consumption and Rationing of Butter and 
Margarine” by R. S. G. Rutherford (No. 3). There are also two the- 
oretical articles on the multiplier: “The Multiplier in Closed and Open 
Systems,” by G. L. S. Shackle (No. 1) and “The Multiplier,” by E. G. 
Dowdell (No. 4). 

The wealth of material contained in the first four issues of the 
Oxford Economic Papers makes it impossible to give a critical appraisal 
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of each article separately. We have to limit ourselves to indicating the 
high quality of the research done. There is in particular a happy com- 
bination of statistical and historical research, case study (through 
questionnaire or other methods), and theoretical analysis. The result is 
a very realistic type of economics presented in the papers. On the basis 
of this achievement we shall look expectantly toward further contribu- 
tions from the Institute of Statistics of the University of Oxford. 


Oscar LANGE 
University of Chicago 


The Triumph of American Capitalism: The Development of Forces in 
American History to the End of the Nineteenth Century. By Lovuts 
M. Hacker. New York: Simon & Schuster, Inc., 1940. Pp.x+460. 
$3.00. 

Besides two short introductory chapters and a conclusion, this 
volume is divided into three parts as follows: “European Anteced- 
ents,’”’‘“TheVictory of American Mercantile Capitalism in the Revolu- 
tion,” and “The Victory of American Industrial Capitalism in the Civil 
War.” The emphasis of the book falls before about 1870; the treat- 
ment of 1870-1900 is slight; while developments after 1900 are hardly 
touched upon at all. 

At first sight this book is impressive, for it has the appearance of 
strength that comes from an interesting introduction, unity in its main 
thought, assurance in handling materials, and a facility of expression 
that is unusual if not even brilliant. My final judgment, however, is 
that the book has weaknesses which disqualify it for use as a textbook. 
It is unscholarly in its warped fitting of history into a philosophy, in its 
many factual inaccuracies, and in its unwarranted drawing of inferences 
from materials used. Moreover, the author obviously does not under- 
stand either the nature or the operation of the systems of capitalism 
about which he writes. 

Professor Hacker follows a one-sided and essentially physiocratic 
conception of production. Mercantile capitalism is a system of 
scarcity because it is unproductive (it “never entertained the slightest 
hope of achieving plenty: indeed, it foreswore it, evolving an ethic of 
work and saving that frowned on the total use of income for consumer 
goods”); mercantile capitalism sought profits not from “‘production”’ 
but from a speculative rise in values, in trade, real estate, investments 
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in stocks, etc. Industrial capitalism—which the author defines as 
existing chiefly for the production of goods, a characterization that 
seems to have little real meaning for the period and the developments 
concerned—is productive. Financial capitalism, which he hardly con- 
siders at all, is concerned with profits, not production, as if the two 
were entirely incompatible. Such functions as market distribution, 
finance, speculation, promotion, and risk-bearing in general are ex- 
plicitly regarded as unproductive. I think it is this conception of pro- 
duction which is responsible for the author’s confused and unrealistic 
treatment of mercantile capitalism and his unconvincing handling of 
industrial capitalism. 

The book follows the Marxian labor theory of value. Under the dis- 
pensation of capitalism ‘“‘the worker sells not the product of his labor 
but only his labor power; and he receives not the whole social value 
of the goods or services that he creates but enough to sustain him and 
his family in terms of the prevailing standards of living.” Labor is al- 
ways the creator of value, and labor is invariably the underprivileged 
and exploited; history becomes the story of the class struggle. 

This is, therefore, another Marxian interpretation of American de- 
velopment. In its philosophy, even in its interpretation of the work 
of the Constitutional Convention and the Civil War, and in its organi- 
zation, the book is essentially like A. M. Simons’ Class Struggles in 
America, published early in the present century, and especially his 
Social Forces in American History, published in 1911. Simons did 
American historiography a service in calling attention to a neglected 
aspect of our history, as also did Charles A. Beard later in a more 
scholarly and more effective way. Mr. Hacker had the advantage of 
drawing on the product of a generation of historians who have written 
a voluminous literature and have defined the stages of capitalism. 
With all this he should have gone further than his predecessors. It is 
obvious from recent advances in philosophy, psychology, and historical 
research that no simple explanation of human behavior is adequate. 

When errors of fact pile up as in this book, they cannot be overlooked 
though space allows mention of only a few. Slater pay-roll books show 
that, contrary to Hacker, Slater mills employed adults as well as chil- 
dren in spinning. The reviewer knows no material that substantiates 
and much that contradicts the statement that the ‘‘Second Bank of the 
United States was, during its whole history, deeply involved in the 
financing of land schemes, and much of the hostility that it engendered 
in the West was due to the fact that it pressed its mortgagors closely 
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and, in times of stress, chose to foreclose.” In the early nineteenth 
century “captains and supercargoes” who made “rich fortunes” in 
foreign trade did not build themselves “‘stately mansions in the Boston 
Back Bay and on the islands that dotted the coast of Massachusetts” — 
Back Bay was then tidal flats, and the barren islands were never popu- 
lar for rich men’s homes. Civil War bonds were not sold at market 
instead of par, beginning in 1863, but the reverse, beginning in 1862. 
Jay Cooke, far from having sold “large quantities” of Civil War bonds 
in Europe, sold none, according to known evidence. As for prices 
starting to fall in 1873, the general wholesale commodity price level 
began to fall in terms of currency in 1864 and in gold in 1866. 

Fitting the material into a given set of concepts leads to emphases 
and the use of fact and inference that are quite unwarranted. In his 
treatment of class conflict, the author does not adequately recognize 
the role of the petty capitalist—that powerful group which has con- 
stituted the great American middle class. In leading up to the thesis 
that the Civil War brought the victory of industrial capitalism, the 
author judges the beginning of the American Industrial Revolution by 
standards quite different from those he applies to the movement in 
England and places the beginning of corporations in the United States 
at a time when the corporation was common in manufacturing as well 
as in trade, banking, insurance, and transportation. At least some of 
the alleged victories of industrial capitalism during the war were by no 
means so clearly a result of the pressure of industrial capitalists as the 
author maintains. For the later period the argument is decidedly 
weakened by the author’s “speculating” on whether the “crime of ’73” 
was deliberately backed by capitalists to insure payment of war bonds 
in gold, though he says there is not a shred of evidence for the view, 
and by his long discussion of the “‘conspiracy”’ theory about the Four- 
teenth Amendment, though he himself admits that the evidence is 
overwhelmingly against the theory. The author oversimplifies the 
tariff question, the currency question, and the whole matter of mon- 
opoly in both theory and fact. 

Throughout the book one fails to find an understanding of the actual 
operation of our economic system. This is shown in various ways: for 
instance, “automatic machinery” is used for simple power machinery; 
there is a failure to appreciate such important functions as finance, 
speculation, and promotion; the drive of competition and of prices, the 
problem of overhead costs, and those many instabilities and uncer- 
tainties which business must always meet the book almost entirely 
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overlooks. In short, administration—i.e., policy formulation and 
management—is hardly recognized at all. 

Though the volume covers the whole history of American capital- 
ism, the treatment of the period after 1870 is notably inadequate. The 
author’s positive generalizations about American financial and state 
capitalism do not compensate for the fact that he almost entirely 
overlooks the most controversial and, to our generation, the most 
significant developments in American capitalism but only serve to 
highlight the unscholarly nature of the book. 


HENRIETTA M. LARSON 
Harvard University 


Henry de Tonty: Fur Trader of the Mississippi. By EDMUND ROBERT 
Murpny. Baltimore: Johns Hopkins Press, 1941. Pp. xix+129. 
$2.00. 

This volume, written by a graduate student following the stimulus re- 
ceived in a seminar under Professor Bolton of the University of Cali- 
fornia, is a tribute to the ability of the author and the zeal of the in- 
structor. The study is a detailed, painstaking account based on a criti- 
cal (perhaps too critical in some places and not sufficiently critical in 
others) use of a wide range of sources. It is the history of attempts to 
establish an outpost of the St. Lawrence on the upper Mississippi and 
offers suggestive parallels to the history of attempts by Radisson and 
Groseilliers to establish posts on Hudson Bay. In both cases the in- 
sistence of the French government on concentration on the St. Law- 
rence led to difficulties. Radisson and Groseilliers deserted to assist in 
establishing the Hudson’s Bay Company, while De Tonty was compelled 
to leave the region and to join the post established by D’ Iberville at the 
mouth of the Mississippi. In the one case the English acquired control 
and in the other the French were compelled to recognize two systems, 
the St. Lawrence and the Mississippi. The study affords an interesting 
supplement to the work of Professor Nef on the mercantile system of 
France. 

It would be unfair to quibble about minor points, but the study is 
worthy of better proofreading on the part of the author, the Johns Hop- 
kins University Press and the Institut-Francais de Washington. The 
book might be improved in style. One might ask why three copies of 
the same map have been included. There is an appendix chiefly of doc- 
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uments, an index, and a bibliography which does not include Percy J. 
Robinson, Toronto during the French Regime (Toronto, 1933). One 
might prefer a broader treatment, particularly with reference to prob- 
lems of strategy in North America. One would like to know more about 
the expedition to the Assiniboins in 1695. Did this stop at Kaministi- 
quia (one hundred leagues from Michillimackinac?)? Was the Cavalier 
de la Salle a brother or a nephew of La Salle (pp. 53-55)? These trifles 
will not obscure a general appreciation of a valuable book. 


Haron A. INNIS 
University of Toronto 


Transportation and Politics: A Study of Long-and-Short-Haul Policies 
of Congress and the Interstate Commerce Commission. By CALVIN 
CruMBAKER. (“University of Oregon Monographs, Studies in 
Economics,’ No. 1.) Eugene: University of Oregon, 1940. Pp. 
v+169. $1.25. 

This is a thought-provoking study of the Interstate Commerce 
Commission’s administration of the long-and-short-haul clause in the 
transcontinental rate cases. The subtitle would imply that the study 
is somewhat broader than it turns out to be. It cannot be considered as 
a general study of the administration of the long-and-short-haul clause, 
since it is confined to the application of the clause to transcontinental 
rates, with a few other cases cited for the purpose of indicating incon- 
sistencies between them and the transcontinental cases. 

The main thesis of Crumbaker’s study is that the Commission, in 
denying the applications of the transcontinental railroads in 1922 and 
1926 to charge lower rates on traffic to Pacific Coast points than to 
intermediate points, usurped legislative powers. Crumbaker feels that 
the Commission does not really possess discretionary powers in ad- 
ministering the fourth section, but that when controlling competition 
is established at the through points and not at intermediate points the 
Commission is under obligation to grant fourth-section relief to the 
extent that may be necessary to meet competition, provided, of course, 
that other provisions of the section are observed, such as the require- 
ment that through rates be “‘reasonably compensatory.”’ According 
to this view, fourth-section relief must be granted as a matter of law 
when controlling competition is shown, hence there is no place for ad- 
ministrative discretion. Crumbaker makes a strong argument for his 
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position, but he admits that it is doubtful whether the courts would 
adopt the same view. 

Although Crumbaker says that he does not challenge the soundness 
of the Commission’s conclusions in the transcontinental cases, but only 
challenges the Commission’s right to make a decision based on con- 
siderations of public policy, he is apparently not in sympathy with the 
decisions in those cases, and he criticizes the arguments and reasoning 
of the Commission. 

Crumbaker absolves the Supreme Court from the charge frequently 
made that it was responsible for the nullification of the original act 
to regulate commerce by reason of its early decisions interpreting the 
act. He considers that the court “unmasked” rather than “‘emascu- 
lated” the act. ‘‘The shortcomings of regulation were not the short- 
comings of the Supreme Court, but those of a democracy which could 
not make up its mind” (p. 3). “It requires a strong imagination indeed 
to permit one to believe that the Congress of 1887 . . . . had ever passed 
or attempted to pass a law that gave real power to the Commission”’ 
(p. 14). The act, he believes, was a mere gesture. Crumbaker shows 
little respect for the fumbling efforts of Congress to formulate a trans- 
portation policy. He refers to the 1933 amendments to the rule of rate- 
making as an example “‘of the attempt of Congress to face in all direc- 
tions at once.” He is also critical of the policy of Congress to foster 
development of waterways and highway carriers in competition with 
railroads. He refers to the “‘studied refusal”’ to check these agencies of 
transportation in their competition with railroads, while turning 
thumbs down upon all legislation designed to relieve railroads from 


competitive handicaps. 
D. Purp LocKLIn 


University of Illinois 


Farm Ownership, Tenancy, and Land Use in a Nebraska Community. 
By Rosert Ditier. Chicago: University of Chicago Press, 1941. 
Pp. vii+192. $2.00. 

This little book shows a knowledge of the factors that make up the 
problem of land tenure, the interrelatedness of those factors, and their 
significance for agriculture that is seriously lacking in much economic 
writing and thinking about agricultural “land tenure.” 

Mr. Diller has traced the title of every parcel of land in the Diller 
community from the first patent to the present and has developed 
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an account, not without some analysis and explanation of cause and effect, 
of the farm properties in Diller, covering mainly the period since settlement 
and showing who has owned the land and for how long, how owners have 
come by their estates and how they have disposed of them, what the mort- 
gage history of the land has been, to what extent tenancy has occurred and 
its character, and what sort of farming has been tolerated by landlords and 
practiced by the farmers of the community under the prevailing natural and 
economic conditions and within the framework of such institutions and de- 
vices of property in farm land as the investigation discloses. Farming has 
been considered only as a use of property in land. 


The factors described and analyzed by Mr. Diller are the significant 
elements in the problem of land tenure. Mr. Diller has not been the 
first to see them or the first to write about them, but he has been the 
first to report a study aimed so directly and so comprehensively at the 
subject of land tenure in all its facets in relation to farming and 
farmers. 

This book will be criticized by many for not having adequately con- 
sidered, among other things, the relative profitableness of the several 
types of tenure described and the relation of land values and land 
tenure in the area; the study will be passed over as insignificant by 
many because its scope is restricted to one small community in south- 
eastern Nebraska and because its conclusions about the seriousness of 
tenancy are at variance with currently popular notions. 

These criticisms will all miss the principal significance of the study 
which lies not in its conclusions—which are stimulating to thought— 
but in the structure of ideas and the hypotheses employed, the way the 
problem of land tenure is formulated, and the concepts and principles 
developed. 

Other areas can profitably be studied just as Mr. Diller has studied 
the Diller community. When more such studies have been made, it 
will be time to question the general validity of Mr. Diller’s conclu- 
sions—conclusions with which this reviewer is not disposed to quarrel 
in so far as the Diller community is concerned—and surely there are 
many ‘“‘Diller communities” throughout the Middle West. In the 
meantime it will be profitable reading for all agricultural economists— 
and particularly all land economists—as an example of what can be 
done with studies of land tenure in relation to agriculture. 

M. M. KELso 
Department of Agriculture 
Washington, D.C. 
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Savings Banking in New York State: A Study of Changes in Savings 
Bank Practice and Policy Occasioned by Important Economic Changes. 
By WeELtpon WELFLING. Durham: Duke University Press, 19309. 
Pp. xiv+205. $3.00. 

Little space is given in this treatise to the original impetus to the 
development of savings banks or to the type of community leadership 
which brought them into existence. Only one-fifth or less of the ma- 
terial relates to the period before 1920. The author is primarily in- 
terested in the period since 1930 and in the changes in savings-bank 
investments which have occurred since that time. 

Experience of the banks with mortgage loans is studied in consider- 
able detail, and this subject occupies about one-third of the book. But 
it is surprising to find little or no discussion of the results achieved in 
the management of foreclosed properties. Have rentals yielded a return 
of zero, 2 per cent, or what return, as compared with the interest rate 
received on the mortgages prior to foreclosure? What has been the 
experience in the sale of foreclosed properties? There are similar omis- 
sions in his treatment of the experience with bond investment in the 
World War period, 1916-21. Was the “disappointing result” actually 
confirmed by losses from sales or were the bonds which fell in price held 
to maturity? 

The competition which savings banks have faced since 1930, and 
even earlier, is treated sketchily. It certainly should have received 
much more detailed attention. Credit unions are not included in the 
discussion, though few would deny the present vigor of their competi- 
tion in this state. Should savings banks go into the small-loan field in 
retaliation? Should the savings banks have sponsored a more vigorous 
program of lobbying in Albany to stave off competitive inroads? Should 
branches have been permitted long ago? Here again the answers are 
vague and general or are entirely omitted. The material which the 
author has gathered is interesting, particularly that part on the trends 
of assets held, but its incompleteness detracts seriously from the value 
of the book. 


University of Buffalo 


SHAW LIVERMORE 
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